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EDITORIAL DEPARTMENT NOTE 


Accounting as well as management problems increase as a company 
grows in size, as lines of products increase, and as production is divided 
among a number of plants, often at widely scattered localities. Among 
these problems is the degree to which ement and accounting shall be 
decentralized. Readers of the Bulletin will interested in the description 
in the first article of this issue of the ny Sag which the RCA Victor Division 
of the Radio Corporation of America has gone about setting up a decen- 
tralized accounting organization. 

ALEXANDER MacGILLIVRAY, author of the article, is Director 
of Accounts and Finance of the RCA Victor Division. A graduate of New 
York University, he was associated with the Edison Lamp Works of the 
General Electric Co. for four years before joining RCA as Chief Accountant 
of the RCA Radiotron Co. in 1929. Since then he has held numerous 
executive positions with RCA as Assistant Controller, Divisional Con- 
troller, and currently as Director of Accounts and Finance. 


The elimination of periodic physical inventories and the accompanying 
“inventory adjustments” is a hoped-for of all industrial accountants. In 
the case of raw material, parts, and finished products much progress has 
been made, but work in process has always represented a difficult problem. 
The author of our second article describes a method which is getting results 
in his company, at a cost which is less than the cost of taking the annual 
physical inventory. 

T. R. ELSMAN, the author of this article, has been associated with 
the Monroe Calculating Machine Co. for the past 17 years. In his present 
position as Assistant Controller he is in charge of budgets, statistics, costs, 
and payrolls for his company. Mr. Elsman has been active in the manage- 
ment of the Newark Chapter of N. A. C. A., which he is serving currently 
as Director of Program. 


An important factor in assuring the industrial accountant that the 
figures which he uses in his analyses, reports, and statements reflect with 
reasonable accuracy what has actually taken place, is the degree to which 
good internal check exists in the organization. The importance of internal 
check to cost accountants and its application in accounting for material 
and labor costs is the subject of our third article. 

JOSEPH PELE], the author of this article, was born and educated in 
Vienna. He continued his study of accounting at Loyola and Northwestern 
Universities after coming to this country 23 years ago. He is a Principal 
of Price, Waterhouse & Co., with which he has been associated for the 
past 20 years, and devotes the major portion of his time to the direction of 
the systems and method department of his firm. 


This Bulletin is published semimonthly by the National Association of 
Cost Accountants, 385 Madison Ave., New York 17, N. Y. Subscription 
price, $10.00 per year. Entered at the Post Office, New York, N. Y., as 
second-class matter August 28, 1925, under the Act of March 3, 1879. 
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ACCOUNTING IN A DECENTRALIZED ORGANIZATION 


by ALEXANDER MACGILLIVRAY, Director of Accounts and Finance, 
RCA Victor Div., Radio Corp. of America, Camden, N. J. 


E HAVE all heard of and seen a few of the electronic devices 

for the future of which the electron tube is the heart and 
brain. I should therefore like to quote from the writings of the 
President of RCA, General David Sarnoff, so that we may have 
a glimpse of the radio-electronic world of today and tomorrow 
through his eyes: 

“Electron tubes sort oranges, fill bottles, dry paint, pasteurize 
milk, dehydrate eggs, copy maps, aid the hard of hearing, frisk 
suspects for concealed weapons, and keep careless fingers from 
being mangled by machines. When darkness falls, electron tubes 
turn on your street lights. 

“Some electronic devices have sharpened all five human senses. 
With this one you can hear a butterfly stamp its foot. With that 
one you can stand on the outskirts of a crowd, pick out any indi- 
vidual among the thousands present, and eavesdrop on what he’s 
saying. Here’s a phototube so sensitive it distinguishes all dif- 
ferent shades of color. Here’s a gadget that feels variations of 
1/10,000 of an inch in the thickness of a copper wire; another 
that will taste one drop of vinegar in a vat of water; and a third 
that can smell the smoke of a single pocket match inside a giant 
warehouse. 

“T have watched an electronic circuit measure the speed of bul- 
lets whizzing from a gun. I have seen another instrument probe 
electronic fingers deep into the earth and unerringly locate hidden 
oil deposits. 

“Your telephone may be due for a startling transformation, not 
right away but some years after peace. If you want to call up 
Brother Joe in New York you may not need to ask for long dis- 
tance. You may simply lift the receiver and dial the city and the 
number. If you aren’t at home when some one calls, it’s conceiv- 
able that the telephone will answer itself, record the message, and 
play it back to you on your return. 

“The auto in which you venture onto tomorrow’s 100-mile-an- 
hour superhighways is likely to be electronically equipped to pre- 
vent collisions. A screenlike dial on your dashboard may flash 
red and green traffic signals. An electronic monitor may keep your 
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speed within safe limits for that particular stretch of pavement 
under existing weather conditions. Another device may see ahead 
through sleet or fog and warn of any danger in your path. 

“Whether you travel by ship or train, electronic ears and eyes 
are sure to guard you. The skipper of your transatlantic liner may 
not see the sky from the time you leave Southampton till you reach 
New York, yet he will always know exactly where he is. Though 
the ship is knifing through snow and mist, you needn’t be alarmed ; 
there will be no collision with another blinded vessel — and no 
iceberg disaster such as overtook the Titanic. 

“Electronic devices are likely to perform more and more tasks 
in factory, store, and office. An electronic eye will read blueprints 
and faithfully reproduce them in metal. A vending machine will 
wrap packages and make its own change. An electronic book- 
keeping device will keep your accounts and avoid errors. 

“Yet, for every job they take away, electron tubes can be counted 
on to conjure up several new ones. There will be many new 
businesses, all of them alike in one respect: a need for workers 
as well as machines, which, in turn, will need men and women to 
build them.” 

All our postwar studies in the fields of marketing and economics 


point to a greatly expanded volume of business and a greater num- 
ber and variety of products for RCA Victor, which is the manu- 
facturing division of Radio Corporation of America. The results 
of our operations are, of course, ultimately consolidated with 
those of RCA at New York. 


Decentralizing the Organization 


To meet effectively the opportunities which lay before us, Mr. 
Frank M. Folsom, Executive Vice President in Charge of the RCA 
Victor Division, initiated a decentralized plan of organization on 
January 1, 1945. Under this plan we have an operating vice presi- 
dent to whom the management staff reports. The management 
staff is composed of the men responsible for staff functions and the 
operations of the five product-line departments. The so-called staff 
functions cover those men responsible for setting over-all division 
policies and practices in the fields of engineering, materials, ac- 
counts and finance, personnel, law, public relations, etc. 

The five product-line departments consisting of records, tubes, 
parts, engineering products, and home instruments, are the operat- 
ing departments. Each is headed by a general manager who has 
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under his direct administration all the functions required to op- 
erate a business, namely, manufacturing, engineering, sales, pur- 
chasing, accounting, etc. These general managers produce and 
sell those products which bear the RCA and RCA Victor trade- 
marks; they record the financial effect of these transactions and 
issue reports on the operating results of each department. 


Place of Accounting in the Organization 

The director of accounts and finance is primarily responsible for 
the active direction of all accounting and financial functions of the 
division. It is his responsibility to see that all phases of such 
work are competently carried out throughout the division and to 
keep the operating vice president as intimately informed as if he 
had performed the function himself. As in the case of all key 
positions, the duties and responsibilities of the director are specifi- 
cally set forth in the organization manual. In a condensed form, 
they are: 


1. Participate in the development of over-all RCA Victor Di- 

vision policies and the establishment of division-wide, sound, 
and practical financial, accounting, budgét, tax, and insur- 
ance policies and procedures. 
Represent top management’s interest in the administration 
of all accounts and finance matters division-wide through 
direction of the accounts and finance department and its 
various divisions. 

. Arrange for audit of accounting and financial transactions, 
operating methods of the division, and compliance with 
standard procedure instructions. 

Assist department management in the selection of personnel 
for key positions in accounts and finance activitigs, including 
product department controllers, all men reporting directly 
to them, and all plant accountants, and approve all final selec- 
tions prior to commitment. 

Maintain the necessary and proper relationships with the 
company’s independent public accountants, government tax 
agents and auditors, and with such other agencies as may be 
required in the discharge of accounting, auditing, tax, or 
other connected functions. 

. Advise the operating vice president of significant changes 
and trends in the profit and financial status, and on budget 
performance of the division, product departments, and plants. 
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To carry out these duties, we have set up two assistant directors ; 
one in charge of financial duties, the other of accounting. 

The financial assistant director is responsible for insurance, 
control of bank funds, establishment of lines of credit, and the 
collection of accounts receivable. All of these functions have 
continued on a centralized basis because of the practical difficulties 
involved in multiple contacts with banks, customers, and insurance 
brokers, plus the fact that we do not believe that the omission of 
these functions interferes with the product department controllers 
making their maximum contributions to the success of their de- 
partments. Our tube department is an exception so far as credits 
and collections are concerned because it is physically located out- 
side of the Camden area, in Harrison, N. J. 

The accounting assistant director is responsible for the work of 
the general controller, the budget administrator, and the general 
auditor. 

The general controller is responsible for the administration and 
interpretation of the division’s accounting and tax policies. It is 
he who must establish and maintain standard general and cost 
accounting practices, the coordination of accounting systems 
throughout the division, the use of uniform account classifications, 
maintain standardized forms for presenting financial, operating, 
and statistical reports for the division, product departments, and 
plant operations. In carrying out these duties, the general con- 
troller prepares standard procedure instructions and holds regular 
meetings with the controllers to discuss problems or subjects of 
current interest where uniformity of treatment or policy decisions 
are required. The general controller also issues the consolidated 
statements of the division’s financial affairs and its operations, in- 
cluding statistical and general analyses of significant changes and 
trends, based on reports received from the product controllers. 

The tax section continues as in the past to file all tax returns for 
the division prepared from information supplied by the various 
departments. 


Budget and General Audit Divisions 


In line with the current trend in most companies, we have given 
greater recognition to the budget function by setting up a separate 
budget division, relatively high in the organization chart. The 
budget administrator is responsible for the establishment and main- 
tenance of comprehensive budget control procedures designed to 
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conform with organization responsibility and authority, incor- 
porating the use of forms and accounts in-accordance with prevail- 
ing accounting practices. In addition, he compiles consolidated 
operating and financial budgets with interpretation of them to 
assist top management in the formulation of plans and policies. 
The budget administrator analyzes operating results through bud- 
get control reports to determine causes for significant changes. 

The general auditor, in addition to the usual audits of financial 
transactions, has the responsibility to review the operations of any 
phase of our business and make recommendations for simplifica- 
tion, more effective administration, and improvements in practices. 
Of increased importance under the decentralized organization setup 
is his responsibility to ascertain that standard procedure instruc- 
tions are followed in practice. 


Product Controller 


The product controller is a member of the management group 
of his particular product department, and as such plays an im- 
portant part in the over-all decisions affecting the success of that 
department. Consequently, he is recognized throughout the divi- 


sion for the importance of his job and the mature judgment re- 
quired for the effective execution of his duties. The product con- 
troller executes all the functions usually found in a controller’s 
department except the actual filing of the various tax returns and 
the posting of accounts receivable ledgers. To carry out his duties 
he has an organization directly reporting to him, covering all ac- 
counting and budgeting functions except those involving cost ac- 
counting. Since the cost accounting work is carried on in the 
plants, the plant accountant reports administratively to the plant 
manager and functionally to the product controller. 

Briefly, the duties and responsibilities of the product controller 
are as follows: 


Participate in the development of departmental policies and 
interpret such policies throughout his department. — 
Develop financial policies for his department in accordance 
with over-all financial policies. 
Supervise the administration of his department’s budget 
activities, in accordance with over-all budget programs. 

. Analyze financial statements and operating reports to de- 
termine cause for significant changes and trends and bring 
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these factors to the attention of the general manager and 
other operating executives. 

. Assist in the selection of plant accountants and supervisory 
personnel in the plant accounting departments. 

. Supervise the administration of office services and pro- 
cedures. 


As a direct result of our decentralization program, the product 
controller has taken over the majority of the general office operat- 
ing accounting functions. 

His immediate organization performs all the normal general 
accounting duties, such as recording of sales statistics and the 
handling of artist and copyright royalties, state sales and use taxes, 
discounts allowed, etc. His accountants maintain the inventory 
ledgers for all finished goods, supervise and observe the taking of 
physical inventories, and reconcile them with the books. They 
prepare and issue the regular financial statements and reports to 
the operating personnel of the departments, together with numer- 
ous special studies, analyses, and reports for the guidance of op- 
erating executives. They work in close coordination with the sales 
division in pricing department products and verify that these prices 
are in line with OPA rules and regulations. 

He has a budget unit which, in addition to preparing and issuing 
top departmental budgets, works in close contact with the plants, 
and develops a uniformity and consistency of approach which is 
then reflected in a better departmental budget. 


Accounts Payable, Tabulating, and Payrolls 

Our decentralization program is not quite complete as of today. 
We have not yet completed the decentralization of our Camden 
accounts payable function. At present we have one unit doing 
this work for all plants, home offices, and general offices at Cam- 
den. We plan on setting up an accounts payable unit in each plant, 
which unit will handle all payables of that product department. 
It will perform all normal payable functions except the preparation 
and issuance of the check. The preparation of the check will be 
centralized in one of the departments, so as to simplify vendor 
contacts and eliminate confusion in reconciling and drawing off 
open item statements. The checks then will be forwarded to the 
general office for signature. 

Our tabulating machine sections in the Camden area have been 
decentralized, with at least one unit being established for each 





SEPTEMBER 1, 1946 9 


product department. These machine units have been placed organ- 
izationally in the plant accounting setup, since we felt that it would 
not be practical to have separate units for both the plant and home 
office functions of each product department. If that were done, 
there would be a great deal of idle or unused time during certain 
periods of the day or month, and heavy overloads and insufficient 
flexibility during other periods. 

Similarly, the handling of our salary payrolls has been decen- 
tralized, but we left to the discretion of the product controller the 
decision as to whether or not he wished to establish a separate pay- 
roll unit for home office employees, or to use the existing plant 
organization to handle all payments. The treatment to date has 
been about evenly divided and has been dependent on the size of 
the complete home office organization. 


Company-wide Policies 


As I explained before, each of our product-line departments is 
set up as a separate and self-contained business. However, the 
capital funds involved, which make these businesses possible, be- 
long to many stockholders who, in turn, look to the directors and 
officers of a corporation to assume full responsibility for the 
proper administration of the business and the protection of its 
assets. Therefore, while decentralization permits of greater lati- 
tude of action at the various operational levels, nevertheless, it 
cannot abandon the fundamental controls so necessary to the suc- 
cessful operation of the over-all business. Fundamentally, it per- 
mits experienced men to exercise judgment in given situations 
within the framework of the policies and approved practices of 
the over-all management of the company. For example, it is not 
feasible to permit individual judgment in the determination of 
what benefits the company may wish to extend to its employees 
in terms of length of vacation, payment of overtime, pensions, and 
various insurance plans. 

Sales and merchandising plans, naturally, must be blended into 
an over-all pattern that will bring the best results to the-company 
as a whole and not be limited to the best interests of any one prod- 
uct line. 


Standard Instructions 


One of the best methods of keeping the operating personnel 
informed of company policies and practices is by the use of stand- 
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ard procedural instructions which keep the entire organization 
fully cognizant of the approved methods of dealing with the vari- 
ous situations arising in business from day to day. These instruc- 
tions are issued by a separate unit reporting to the director of per- 
sonnel. Instructions either have been issued or are in process of 
issuance outlining the basic accounting policies and controls to be 
observed for each major type of asset and for the recording of all 
profit and loss transactions. For example, one series of instruc- 
tions covers the field of fixed asset accounting from the definition 
of the terms to be used and the classes of expenditures to be capi- 
talized to the assignment of specific controlling accounts. In addi- 
tion, approved rates of depreciation and amortization are outlined 
for both book and tax purposes, as well as the treatment to be 
accorded assets which have been fully depreciated, or assets to be 
sold or scrapped. Other instructions outline the policies and pro- 
cedures to be observed in accounting for all inventories of the 
company. These instructions relate to the maintenance of proper 
records, the taking of periodical physical inventories, the recon- 
ciliation of these inventories and the account for any substantial 
variances, together with the policies to be used in evaluating these 
inventories for both cost and balance sheet purposes. 


Operating Reports 

Another excellent means of securing coordination between the 
product departments and the general office and, consequently, assur- 
ing observance of existing policies, is through the receipt and ex- 
amination of regular operating reports. Monthly, we receive from 
each product department a profit and loss statement on a standard 
form, reflecting the operations for the current month and year 
and compared with similar operations for the prior year and bud- 
get. We receive a number of supporting statements which detail 
cost variance by plant and by responsibility. We receive copies of 
all internal reports issued by the product departments, which enable 
us to review the individual components of expense and so deter- 
mine if any unfavorable trends are developing. Each department 
furnishes us with a monthly balance sheet and supporting sched- 
ules, one of which it may be interesting to note is a summary of 
departmental inventories by department, by plant, and by class of 
material. This report shows the balance on hand as at the end of 
the current month, the increase or decrease since the prior month 
as well as since the first of the year, and, furthermore, shows the 
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number of months’ supply on hand for each of these inventories. 
The general office is set up to analyze these particular reports, and 
by keeping close watch on unfavorable developments we can get a 
rather good picture of the operations in each of the departments. 


Review of Compliance with Company Policies 


Regularly each month, the Director of Accounts and Finance 
reviews the results of operations for the month before the top 
management staff, with particular emphasis being placed on the 
product department figures. Periodically, detailed analyses are 
made of a particular product department’s operations and budgets, 
by the use of charts, so that management can have an intimate 
knowledge of the significance of the underlying figures and trends 
revealed in such analyses. 

In addition, if our analysis work should indicate existence of 
an unfavorable condition and type of practice, we would then com- 
municate with the product controller and work with him in investi- 
gating the situation and instituting whatever corrective measures 
may be required. 

As mentioned previously under the duties of the general auditor, 
we have an audit staff which is responsible for conducting audits 
in any division or department of the company. One of their prime 
responsibilities is to make sure that company policies are being 
observed and that standard procedure instructions are being fol- 
lowed out in actual practice. Copies of all audit reports are fur- 
nished to general office management as well as to the management 
of the department being audited. 

Another very good control is through the use of ieadinte. Each 
of the decentralized departments prepares various top and support- 
ing budgets and copies of them are furnished to the general office. 
By a review of these budgets, we become aware of indicated trends 
in department line operations and major variances stand out by 
comparison with subsequent actual results. 

I do not wish to create the impression that the exercise of con- 
trol in a decentralized organization is a strictly one-sided opera- 
tion. On the contrary, its success depends upon complete coordi- 
nation and cooperation between the product departments and the 
general office, and I can say that we have been very fortunate in 
that such cooperation does presently exist and the over-all con- 
trols have not proved to be “onerous”. 
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Channels of Contact 


Possibly at this point you are wondering whether such an or- 
ganization arrangement requires an excessive number of con- 
tacts to get to the person who can give the specific information 
required. However, there is printed on the organization chart a 
caption “Channels of Contact”, which reads as follows: 


“The organization structure and the organization chart define 
lines of responsibility and authority, but do not indicate channels 
of contact. 

“The RCA Victor Division organization permits and requires 
the exercise of common sense and good judgment, at all organiza- 
tional levels, in determining the best channels of contact neces- 
sary for the expeditious handling of the work. 

“Contacts between units of the organization should be carried 
out in the most direct way. 

“In making such contacts, however, it is the duty of each mem- 
ber of the organization to keep his senior informed on: 


1. Any matters on which his senior. may be held accountable 
by those senior to him. 


2. Any matters in disagreement or likely to cause controversy 
within or between any units of the division. 

3. Matters requiring advice by the senior or his coordination 
with other divisional units. 

4. Any matters involving recommendations for changes in, or 
variance from, established divisional policies.” 


For example, if the general controller wishes to discuss matters 
of accounting policy or practice, he goes direct to the product con- 
troller, who, in turn, is responsible for keeping his senior, the 
general manager, informed of any items of significance. The same 
is true if the product controller wishes information from the plant 
accountant or members of his organization. By the same token, 
if the plant accountant desired information from the general office 
staff, he would go direct to the person best able to furnish the data. 


Costs of Decentralization 


You might well raise the question of whether or not accounting 
costs tend to rise in a decentralized setup. Our experience shows 
that they do, but that such increases are by far offset by the greater 
contribution that the product controllers are making to the success 


. 
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of their departments’ operation. They have a greater familiarity 
with their departments and can, therefore, concentrate on the 
problems of one business more effectively. No longer do our best 
accountants devote their time to the accounting aspects of many 
lines of businesses, but rather they work closely with the manu- 
facturing, engineering, and sales divisions of their product. There- 
by, they achieve the substantial benefits that always accrue to well 
coordinated operations, concentrating on a definite goal of accom- 
plishment. The time saved in working with the other important 
elements of the business instead of debating the propriety of the 
accounting expense allocations would, it seems, in itself merit the 
change. 

Although we have had a relatively short experience with decen- 
tralization, there is already ample evidence that the system can 
work smoothly and effectively and bring about the predicted bene- 
fits. Further, there is an evident trend among expanding com- 
panies to move in the direction of smaller, self-contained operating 
units. 

I have yet to meet the accountant in industry who did not ulti- 
mately aspire to be a controller. Decentralization has made it pos- 
sible for more men to assume controllership responsibilities and 
enhance their value to the organization. Further, in the product 
controllers’ organizations, supporting supervisory positions have 
increased in proportion to the number of operating departments 
which have been established. For example, in our Indianapolis 
plant, which formerly had one plant accountant, there are now 
three plant accountants, one for each product line produced at 
that plant. 

Similar opportunities have been afforded to men in other func- 
tions, such as engineering and manufacturing. There is no doubt 
that a decentralized organization is custom-made for our opera- 
tions. It is equally evident that, because of the greater opportuni- 
ties to the personnel, they have a greater personal incentive to 
make it an outstanding success in terms of expansion of our 
market position, maintenance of quality products, the attainment 
of worth-while profit results consistent with our responsibilities to 
the stockholders, and the retention of a hard-hitting, successful 
organization of men and women. 








WORK IN PROCESS INVENTORY CONTROL 


by T. R. ELSMAN, Assistant Controller, 
Monroe Calculating Machine Co., Inc., Orange, N. J. 


THE MERE mention of the subject, “annual physical inven- 

tory” is enough to give an industrial accountant a nauseous 
feeling and make him wonder why he followed the accounting 
profession. Fortunately, some companies have abandoned this 
disruptive and costly practice which so upsets normal productive 
activity and adds nothing of value to the products manufactured 
or the services rendered. 

Well-kept perpetual inventory records of raw material, finished 
components, and finished products, which are confirmed or adjusted 
periodically by actual counts throughout the entire fiscal period, 
have been found to be more reliable than an annual physical in- 
ventory of thousands of different items, especially when the in- 
ventory has to be hurried through with dozens of different people 
involved in the process of identifying, counting, and preparing 
inventory tickets for these items. 

The procedures followed in connection wich such perpetual 
inventory records of raw material, finished components, and 
finished products are adequately covered in numerous books and 
publications ; therefore, this discussion will be confined to a de- 
scription of the perpetual inventory records used for the control 
of that part of the inventory which has always been so difficult to 
control — work in process. Perpetual inventory records for the 
material in our stock rooms, including raw material, finished com- 
ponents, and finished products have been in use for many years. 
These records are verified or adjusted with actual counts through- 
out the entire year. 


Work in Process Inventory Variances 


The perpetual inventory records of work in process described 
herein were not originally set up for the purpose of eliminating 
the necessity for physical inventories of this material. We 
stumbled on the idea of substituting the records for physical in- 
ventories while developing and installing the system for the pur- 
pose of uncovering and analyzing certain elusive direct labor vari- 
ances from standard. Inasmuch as direct labor is a larger element 
of cost than material in our type of products, we naturally con- 
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centrate our attention on the labor variances. However, the rec- 
ords described can also be utilized to measure and control material 
variances from standard, and if a standard cost system is not used, 
the same fundamental principles can be applied to measure yield 
variances in other types of cost systems. 

Previous to the installation of the process ledgers, it was ex- 
tremely difficult to determine all of the different causes of inven- 
tory variances between physical inventories and book inventories. 
It was this discrepancy in inventory which we wanted to eliminate 
or at least account for currently. Some of the causes were known, 
others were not, but it was impossible to measure accurately the 
effect of each of the known causes. 

The following is a typical example of the condition which 
existed : 

Work in Process — Product “A” 
Opening Inventory (Labor, Material & Burden) $ 300,000. 


Added—Fiscal Period “ ~ ” 1,000,000. 


Total to Be Accounted for 1,300,000. 
Finished Product (Labor, Material & Burden) 1,100,000. 


Closing Book Balance “ = 200,000. 
Physical Inventory 150,000. 


Shortage $50,000. 


We felt certain that the principal cause of this shortage was 
in the direct labor charges to inventory. In other words, there 
were efficiency variances for which there was no account. All 
direct labor charged to the inventory was costed at standard de- 
partmental hourly rates and these same standard rates were used in 
crediting work in process for the direct labor element in finished 
products. Still these discrepancies existed. We were currently 
accounting for all normal variances from standard ineluding (1) 
difference between actual wages paid and standard direct labor 
hours extended at standard hourly rates; (2) donations to oper- 
ators for failure to make standard; (3) extra time allowances for 
short runs; (4) idle time; and (5) scrap. We were also cur- 
rently making a percentage write-off for the poor efficiency ob- 
tained on production operations on which bonus was not paid. We 
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knew that other variances from standard existed for such items 
as unrecorded scrap, parts lost in setup, added operations for one 
order only, errors in counts, etc. 

Our objective was clear. We had to install records which would 
enable us currently to determine, account for, and control these 
variances from standard which were not being accounted for daily. 
Since all of the direct labor hours were priced at standard hourly 
rates, the problem was simply one of setting up records which 
would compare the standard cost of the actual number of hours 
paid for on each order with the standard direct labor cost of the 
finished parts, assemblies, or products delivered to stock on the 
orders. 


Work in Process Ledger 


A simple ledger sheet (Exhibit 1) is used with columns for 
date, operation number, quantity booked, and manufacturing de- 
partments. For each production order issued, a ledger sheet is 
released to the cost department showing the order number, part 
number, and amount ordered. All of the direct labor hours booked 
against each order are posted daily. These postings are made from 


work credit tickets. These are the same tickets used for payroll 
preparation and labor distribution. The work credit tickets are 
assembled by departments previous to the posting and the total 
hours posted must prove with the departmental direct labor hour 
control. The posting consists of the date, operation number, quan- 
tity booked, and the direct labor hours paid for according to de- 
partments. By posting the number of pieces booked on the opera- 
tion, we have automatically created a perpetual inventory of work 
im process. 

The standard labor cost of scrap chargeable to the orders is 
posted by hand in the section under “Scrap”. This information 
is obtained from scrap tickets prepared by the inspection depart- 
ments. 

Daily notices of orders closed, which include the order number 
and the quantity of finished pieces reaching stock, are sent out by 
the production planning department. On the basis of these notices, 
the ledger sheets are pulled from the file and the quantity of 
finished pieces is entered on each sheet. The total hours paid for 
are totaled by departments and extended at standard departmental 
hourly rates to obtain a standard cost of the direct labor paid for 
on the order. 
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Determination of Variances 


The procedure followed in closing the ledger sheets and deter- 
mining variances from standard labor cost includes the following 
steps : 

(a) Total “paid-for” labor cost is determined by multiplying 
the hours charged to the order by standard departmental 
hourly rates. : 

(b) Labor cost of scrap is the total of the standard labor cost 
of all scrap posted to the order. 

(c) Net “paid-for” labor cost is the total labor cost (1), minus 
the labor cost of scrap (2). 

(d) Standard labor cost realized is obtained by extending the 
quantity of finished items reaching stock by the standard 
labor cost per unit as stated on the standard cost card. 

(e) Variation is the difference between the net paid for labor 
(3) and standard labor cost realized (4). 


All significant variances are analyzed and classified by a nota- 
tion cn the ledger sheet. Remedial action is taken where required. 
A monthly recapitulation is made of all variances according to 
the following classifications : 


. Added or changed operations for one order only. 
. Current changes in time standards. 
. Errors in counts. 
. Errors in extensions. 
. Overpayments as a result of overbookings. 
Parts applied to wrong order. 
. Loss of parts in process, unrecorded. 
. Miscellaneous — for small variances not worth classifying. 


The monthly charges to work in process inventories for direct 
labor are reduced by the totals of the variances accumulated during 
the month on closed orders. 

By following this procedure, excess charges to inventory for 
inefficiencies, errors, etc., are written off currently and overpay- 
ments to employees and errors in counts are always revealed. 


Physical Inventory 


The necessity for a physical inventory of work in process at 
the close of the fiscal period is eliminated. The most accurate 
inventory that could possibly be obtained is already on the records. 





SEPTEMBER 1, 1946 19 


On all open orders, the number of pieces completed at each opera- 
tion is available. The method followed in taking the inventory 
consists of nothing more than transcribing the information on the 
open ledger sheets to inventory cards. This transcription includes 
order number, part number, quantity, and operations completed. 
The pricing and extensions are a separate operation. 

Because of the numerous possibilities for errors in taking a 
physical inventory of thousands of individual lots of parts and 
assemblies, with dozens of different persons making the counts 
and preparing tickets, there is general agreement that the ledger 
records are far more accurate for physical inventory purposes 
when this type of perpetual inventory system is used. 


Summary 


The cost of maintaining the perpetual inventory records of work 
in process is surprisingly low. A modest estimate of the number 
of postings which can be made per hour is 100. At the present 
time we have an average of 1000 postings a day. Two girls are 
required on this work, which includes the postings and the pulling 
out and closing of finished orders. One other girl is used part 
time on analyzing, recapping, and preparing reports on variances 
from standards. The annual cost of the process inventory con- 
trolled by these records is more than five million dollars. The 
cost of taking an annual physical inventory would exceed the cost 
of maintaining the records. 

The advantages to be gained by maintaining a ledger of this 
kind include the following : 


1. The excess charges to inventory resulting from inefficiencies 
and clerical errors can be written off currently. 

2. Remedial action can be taken currently to correct these in- 
efficiencies and errors. 

3. All overpayments to production employees are detected. Col- 
lusion between clerks and operators is impossible. 

4. Physical inventory of work in process is forever eliminated. 





INTERNAL CHECK IN RELATION TO COST 


by JOSEPH PELEJ, Principal, 
Price, Waterhouse & Co., Chicago, Ill. 


[* presenting the Stevenson Trophy to the Chicago Chapter of 
the National Association of Cost Accountants last year, Presi- 
dent Frank Klein made this very pertinent remark: 


“The manufacturer reverting to his peacetime products must 
avoid the tendency of going to his morgue of old cost records, 
disinterring the remains, and trying to blow a breath of life into 
them by making a few adjustments for general wage and ma- 
terial increases.” 


Mr. Klein doubtlessly had in mind the many important 
changes brought about by wartime conditions affecting both the 
technical and labor relations aspects of business as it will be con- 
ducted in the postwar era. Cost concepts are rapidly and radically 
changing and we are being confronted with problems in the solu- 
tion of which we find little, if any, precedent in the past. Since 
the termination of the war, business and industry have been taking 
inventory, not only in the sense in which that term is commonly 
applied, but more particularly in a sense of carefully examining 
their past methods and practices with a view to effecting such 
changes therein as are necessary to carry on business profitably. 
The cost accountant, following Mr. Klein’s advice and wishing to 
do a thorough job, will not stop at a reconsideration of the cost 
accounting principles upon which his company’s cost finding 
methods are based. He would want to go beyond the figures and 
see whether the procedures which the company has established 
and through which ‘he basic cost data flow to the cost department 
are such as to furnish him with reliable information in the ,cir- 
cumstances under which his company presently operates. An ex- 
amination of these procedures involves him inevitably in a con- 
sideration of the condition of the internal check and here many 
companies have already found quite a number of war casualties. 
Safeguards which the cost accountant knew had been established 
by his company years ago, and on which he had relied for the 
accuracy of the figures he was getting, have fallen by the wayside 
or are applied in such a manner as to be entirely ineffective. 
Changes have been made in the procedures, many of them entirely 
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unauthorized, which may have destroyed the effectiveness of a safe- 
guard established further down the line. Some of these changes 
were made because of staff shortages, others were makeshift 
changes intended to meet a new situation without, however, con- 
sidering the effect of the change on other related procedures in the 
same or in other departments. Procedures were instituted to meet 
certain wartime operating conditions and-with the return to a 
peacetime basis these procedures need either to be revised or they 
may have to be entirely replaced by new procedures. However, 
neither one nor the other will be done unless someone makes a 
systematic review of the entire picture and issues the necessary 
instructions. 

It is, therefore, most appropriate at this time to direct some 
attention to a consideration of some of the major procedures under- 
lying a set of cost figures, particularly to that phase of it which 
has to do with the establishment of safeguards and which are gen- 
erally referred to as the internal check. 


Internal Check Defined 


The subject of internal check is very broad and even if only 
those phases are selected which appear to have a relationship to 


costs, no more can be done than touch upon the more important 
principles. The term “internal check” has been widely used, but 
its definitions by writers and accountants exhibit such a variety 
of terms, usages, and ideas and show such great lack of uni- 
formity that a definition of the term as used in this article is quite 
essential. Internal check, as the term is used herein, is a division 
of duties among the employees of an enterprise in such a manner 
that no one person is in complete control of an important part of 
a business transaction and that the work of each employee is 
checked by another employee carrying out a successive step in the 
same or related transaction to the end of protecting the company’s 
assets and ensuring reasonable accuracy of the recorded transac- 
tions. 


The Division of Duties 


The first essential requirement is a division of duties. Obviously, 
where one employee does all the work from beginning to end, such 
as preparing the customers’ invoices, recording them in the cus- 
tomers’ accounts, collecting the cash, recording the collections in 
the cash book, depositing the money in the bank, crediting the cus- 
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tomers’ accounts with the money received, and mailing monthly 
statements to the customers, there is no positive assurance that an 
invoice was prepared for every shipment, that every invoice has 
been charged to the account of a customer, that all remittances 
received have been credited to customers’ accounts, recorded in 
the cash book, and deposited in the company’s bank accounts. It 
requires no unusual imagination to see what manner of fraud 
could, over a long period of time, be committed by an employee 
placed in such a strategic position. 

Employees’ duties must be divided, but such division must be 
made according to a plan predicated upon careful considerations 
of effectiveness and efficiency. The point is to determine, first, 
what duties may be delegated to an employee without providing 
him with an opportunity to commit an irregularity which may for 
a long period of time remain undetected and, second, the nature 
of checks which should be instituted to ensure that errors com- 
mitted by an employee in handling his part of the transaction will 
promptly come to the attention of the person handling the next part 
of the transaction. At the same time, care must be taken to pre- 
clude duplication of effort and to avoid the introduction of so 
many participants into a transaction that the whole system be- 
comes cumbersome, inefficient, and prohibitive from the standpoint 
of administrative overhead. 

This segregation of duties not only applies to individual em- 
ployees but is likewise concerned with a proper division of func- 
tions between the various departments of an enterprise. Lines 
of departmental authority should be carefully drawn and depart- 
mental functions should be so segregated as to preclude a single 
department from exercising control over a complete transaction. 
For example, departments responsible for the custody and use of 
materials should not also maintain the stock records and be solely 
responsible for the taking of physical inventories of the materials 
in their charge. Many other undesirable combinations, frequently 
met with in industrial organizations, could be mentioned and some 
defalcations of considerable magnitude have been directly traceable 
to the concentration of conflicting duties in one department. 


Internal Check as a Function of the Cost Accountant 


Now, what has all this to do with the work of the cost account- 
ant? Has the internal check any bearing upon the figures which 
he compiles and periodically presents to management as represent- 
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ing the costs of the company’s products? Unquestionably, there 
are several features of the internal check which have no bearing 
upon the cost data. These data are not affected, for example, by 
the failure on the part of the bookkeeper to deposit all remittances 
promptly in the company’s bank account, nor by errors made in 
billing the customers for the product, but there are other features 
of the internal check with which the cost accountant should be 
greatly concerned. The cost of materials can be used as an illus- 
tration of this. 

Having prepared the cost statement, what assurance does the 
cost accountant have that all materials used have been accounted 
for and that no more or no less was reported than was actually used 
during the period? That the materials used were charged to the 
proper accounts? That the prices at which the materials have 
been charged to costs have been correctly ascertained in keeping 
with the established pricing policy ; that is, first-in first-out, aver- 
age cost, or whatever method may be in use? That the charges 
for materials have been promptly and correctly relieved in respect 
of spoilage, rejects, scrap, etc.? That, where the cost data are 
predicated on opening and closing inventories, the inventories have 
been carefully taken and priced and, where book inventories were 
used, the inventory records are maintained in a manner to render 
them fairly reliable for cost purposes? 

The answers to these and similar questions depend to a very 
large extent upon the adequacy of the internal check in many de- 
partments of the organization. However, the effect of these pro- 
cedures on the cost data varies. Thus, under the procedures in 
effect it may be quite possible for a purchasing agent to buy ma- 
terials at prices higher than he should. No one could say that the 
cost figures are incorrect if they reflect materials at the prices 
which the company actually paid, although the material costs in this 
instance are higher than they would have been had the procedures 
provided a check on the purchasing agent which might have 
brought to light any important abuses of his position. Again, if 
the procedures provide no check reasonably ensuring that materials 
used are charged to the proper cost accounts or jobs, the resulting 
cost figures may be materially distorted. 


Procedures for an Internal Check of the Cost of Materials 


Some of the procedures which have to do with accounting for 
materials, all of which have an effect upon the cost figures in one 
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way or another, are worthy of special note. Starting with pur- 
chases, the procedures surrounding this important function should 
under normal conditions furnish assurance on the following fun- 
damental matters: 


1, That the purchase is necessary for the proper conduct of the 
operations. 

2. That the quantities ordered are based on properly authorized 
requisitions and that they meet the company’s anticipated 
requirements. 

. That the order is placed with suppliers who can deliver the 
most suitable quality of merchandise at the best prices obtain- 
able. 

That the merchandise is received in quantities in which it 
was ordered, in good condition, and in accordance with 
specifications. 

. That the quantities appearing on the invoice agreed with the 
quantities actually received and that the billing prices agree 
with the prices on the order. 

. That the vendors’ invoices contain no clerical errors and that 
the terms shown thereon correspond with the terms of the 
order. 

. That a record of the purchase is correctly made, not only on 
the general books but also on the stock records, material con- 
trol records, and other subsidiary records relating to pur- 
chases and material usage. 


Placing the Purchase Order 


In larger organizations, the placing of purchase orders is the 
function of the purchasing department; in smaller organizations 
this function may be delegated to an employee who also performs 
other duties. Generally speaking, employees charged with the duty 
of placing orders with suppliers should act solely in the capacity 
of agents and should not initiate a purchase. The purchasing agent 
is expected to be familiar with markets and sources of supply and 
his function is to get as good a deal for the company as he can. 
The authority to initiate purchases should be vested in other em- 
ployees. In some organizations such authority is exercised by re- 
sponsible employees in the departments where the materials are 
to be used, while in other organizations this function is performed 
by the materials control department which frequently not only 
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issues purchase requisitions, but executes production orders for the 
manufacture of parts which are expected to be on hand to meet 
current manufacturing requirements. 


The Work of the Materials Control Department 


The proper functioning of the materials control department is 
predicated upon the maintenance of accurate stock records. The 
procedures in that department must be so designed that every order 
placed, every shipment received, all quantities assigned to produc- 
tion orders, and all withdrawals from stock are correctly and 
promptly reflected in the records. This requires close cooperation 
with various departments in the shop, the purchasing department, 
receiving room, and stock rooms so as to ensure not only prompt 
and correct execution of the paper work but also rigid accounting 
for all documents moving to and from the materials control de- 
partment and reasonably accurate posting of the various data to 
these records. 


Internal Check of the Purchasing Agent 
The proper functioning of the purchasing agent is not suscep- 


tible to mechanical check, such as the accuracy of the footings and 
extensions on an invoice. Much of the purchasing agent’s work is 
a matter of judgment, and in order to permit him to function in 
the best interests of the company his operations cannot be fitted 
into a definite formula. The method frequently used by state or 
municipal agencies of obtaining the number of bids prescribed by 
law and selecting the lowest bidder, under some circumstances 
might have disastrous results in private industry. Quality, urgency 
of delivery, proximity of the source of supply, available quantity, 
reciprocity, and many other factors enter into the decisions of the 
conscientious purchasing agent. In some organizations, the 
voucher department maintains a card for each type of important 
material purchased and upon receipt of an invoice for such ma- 
terial, the name of the supplier, the date of purchase, and unit 
cost are entered on the card. These cards are reviewed from 
time to time by an official of the company to see that purchases 
are pretty well distributed over a number of available suppliers 
(no favorites) and that the prices are generally in line with the 
official’s knowledge of the current market trends. This check, 
of course, does not apply to certain bulk materials purchased under 
contracts covering an extended period of time. 
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In other organizations the purchase orders are periodically re- 
viewed by a competent official or employee to see that the purchas- 
ing agent has used proper care and diligence. In order, however, 
to be of maximum benefit to the company, the review of the pur- 
chasing agent’s transactions should be made by persons possessing 
familiarity with market conditions and the sources of supply. 


Internal Check of the Receiving Departmeat 


The next step is the receipt of goods. Receiving procedures are 
important to the cost accountant where the operations of the com- 
pany are such as to requii< delivery of the purchased materials 
directly to the job for processing and where the materials are 
charged to the job as received. Theoretically, the best receiving 
method is the so-called “blind check” under which the receiving 
clerk is required independently to count, weigh, or measure the 
materials received and to record the results of his count, weight, 
or measurement on a receiving report, later to be compared with 
the quantities shown on the invoice by an employee not connected 
with the receipt or ordering of the materials. The proponents of 
the blind check maintain with due propriety that in order to ensure 
a reliable count, the receiving clerk should have no advance knowl- 
edge of the quantities to be received, for if those quantities are 
known to him, he may not exercise the same care in counting or 
inspecting the materials. 

There are, however, several practical objections to the blind 
check : 

First, the purposes of the independent count by the receiving 
clerk may be defeated by the practice common with many com- 
panies today of enclosing with the shipment a “packing slip”, 
showing the quantities presumably contained in the shipment. 
While there is no justification for a receiving clerk to assume that 
the quantities shown by the packing slip actually agree with the 
quantities contained in the shipment, the temptation nevertheless 
exists of not counting the merchandise, but of transcribing to the 
receiving report the quantities shown on the packing slip. 

Second, knowledge by the receiving clerk of the quantities and 
type of material to be received may be necessary in order to enable 
him to provide sufficient space for the storing of the materials in 
such parts of the storeroom as will permit the convenient delivery 
of the materials to the operating departments or, if the materials 
are not to be used immediately, that they may be stored in such 
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places as to obviate interference with the smooth operation of the 
storeroom. Particularly where storage space is at a premium, 
chaotic conditions may be created if the receiving crew is exposed 
at any time to receiving shipments on a surprise basis. 

Third, where the goods received move relatively fast and must 
frequently be placed on sale or forwarded to the production lines 
in order to prevent irretrievable loss of business or interruptions 
of the manufacturing process, differences between the quantities 
received and those shown by the invoices or defects in the materials 
received must be definitely ascertained without delay, and the pos- 
sibility must be avoided of discrepancies not being disclosed until 
after the goods have been transferred to other departments when 
it may become difficult to prove a claim. 

Thus, while in theory it is inadvisable to inform the receiving 
department of the quantities to be received, practical considerations 
must be taken into account in selecting the procedures which 
should be followed in the receiving room. The disadvantages at- 
taching to the practice of furnishing the receiving clerks with ad- 
vance information as to the quantities to be received by means of 
copies of purchase orders or other documents may be partially 
overcome by the establishment of other safeguards. In some com- 
panies a copy of the receiving report accompanies the materials to 
the storeroom, where the storeroom clerks make tests of the quan- 
tities transferred to them against the quantities recorded on the 
receiving reports by the receiving clerks. The procedure is based 
on the thought that knowledge of being subject to check generates 
an alertness in the receiving room employees which is wholesome 
and makes for efficiency. In other organizations frequent physical 
inventories are taken under the supervision of internal auditors or 
employees not connected with the handling of materials, and a 
rigid investigation is made of any differences which may have their 
source in careless receiving procedures. 


Disbursement Procedure for Materials Received 


Another phase of the internal check surrounding materials, 
which should be of interest to the cost accountant, is that series of 
procedures having to do with the approval of the vendors’ invoices 
for payment and the disbursement procedure itself. The first 
question which arises here is: In what department should the in- 
voices be approved as to price, description, etc., and where and by 
whom should the quantities appearing on the invoices be matched 
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with the related receiving tickets? This question also has its theo- 
retical and practical aspects. Theoretically, it would appear that 
the comparison of the invoices as to freight terms, discount terms, 
and description of the goods with the related purchase orders 
should not be made in the purchasing department. Those who ad- 
vocate this theory maintain that a purchasing agent, in order to 
obtain approval on a purchase order, could for instance show a 
unit price of $1.00 on the purchase order but, by previous arrange- 
ment with the vendor, cause the merchandise to be billed for $2.00 
per unit and later approve the invoice for that price. Those who 
maintain that the invoices should be approved in the purchasing 
department as to price, terms, and description claim that from a 
practical standpoint such approval is more effective because of the 
familiarity of the purchasing department employees with all the 
conditions surrounding the purchase. Moreover, they say, a com- 
parison by a department other than the purchasing department 
would not necessarily disclose irregularities on the part of the 
purchasing agent which he could commit, even if the purchase 
order agreed in every detail with the invoices. When the pur- 
chasing agent’s transactions are checked by other means as previ- 
ously noted the objection to the comparison being made by the pur- 
chasing department would appear to be entirely removed. 

When it comes to comparing the quanitities shown on the receiv- 
ing reports with those shown on the invoices, the question assumes 
a-different aspect. The delegation of this function to a department 
responsible for the ordering of goods or the receipt thereof con- 
stitutes an extension of control over a transaction beyond the point 
of safety and the comparison of the quantities on the invoices with 
those shown on the receiving reports should always be delegated to 
an employee in the accounting department, but it should be borne in 
mind that such delegation alone does not establish the necessary 
safeguards, unless the procedures thus far discussed are likewise 
satisfactory. For what is to be gained by having an employee in 
the accounting department carefully match receiving reports with 
invoices if there is no assurance that the receiving reports can be 
relied upon? 

There should be little argument on the question of subjecting 
vendors’ invoices to check as to clerical accuracy. In most com- 
panies, all vendors’ invoices are so checked, although some com- 
panies, particularly large department stores receiving a large 
volume of invoices daily, confine this operation to invoices over a 
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stipulated amount and subject invoices below that figure to test 
only. Some companies have been forced to adopt this practice 
because of the shortage of help. 


Distribution of the Cost of Materials 


The distribution of the amounts of the invoices to the various 
accounts is sometimes a matter of vital concern to the cost account- 
ant. The degree of his interest in this phase of the internal check 
depends to some extent upon the cost system in use, which in turn 
is a determining factor in the development of the chart of accounts. 
Decisions must be made as to whether the materials are chargeable 
directly to specific jobs or contracts, or to a variety of inventory 
accounts, or whether the charges should be recorded in one of 
many expense or capital asset accounts. The duty of distributing 
the amounts of the invoices to the various accounts should there- 
fore be delegated to employees thoroughly familiar with the pur- 
pose of the purchase and the chart of accounts. In fact, in some 
organizations the account distributions for materials are made by 
competent employees in the cost department. 


Handling of Credits to Material Costs 


The procedures resulting in credits to the material accounts 
should likewise be carefully developed. Among these are returns 
to vendors for rejected materials, claims for damaged goods, sales 
of scrap and the like. Where goods are rejected or returned at 
the point of receipt, the responsibility for executing the necessary 
papers usually rests with the receiving department. Where ma- 
terials are rejected or scrapped in the course of the manufacturing 
processes, the cost accounts may be materially affected by the man- 
ner in which the procedures for the reporting of rejected and 
scrapped materials have been developed. Because these transac- 
tions occur with less frequency they are sometimes not as well 
developed and controlled as the procedures in connection with 
incoming materials. They are therefore frequently the cause of 
inaccurate cost figures and have in a number of instances been 
conducive to serious irregularities. 


Internal Check of Inventories and Goods in Process 


Some attention must be given to the procedures surrounding 
the custody of the stocks of materials, supplies, semifinished and 
finished products, and the subsidiary records maintained in con- 
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nection therewith. The condition of these procedures has an im- 
portant effect on the cost accounts, not only from the standpoint 
of accuracy in reporting material movements in and out of stock 
as to quantity and value, but also from the standpoint of protec- 
tion against losses from waste, theft, and carelessness of one sort 
or another. 

The methods by which the flow of materials may be controlled 
vary, of course, with the size and type of business, which also de- 
termines to a large extent the degree to which merchandise stocks 
may be subjected to effective control. A company engaged, for 
example, in the purchase and sale of but one type of article from a 
central location will find it less difficult to exercise proper account- 
ing control over its stocks than a company dealing in a multitude 
of products through a decentralized sales organization or one buy- 
ing raw materials subjected to conversion processes in which the 
raw materials almost entirely lose their identity. These processes 
are often highly complicated and the accounting for the materials 
flowing through these processes may be rendered extremely dif- 
ficult. 

There are certain fundamental principies which should be in- 
corporated in practically every method. One of these is the re- 
quirement that delivery of materials by the storekeepers should 
be made only upon presentation of satisfactory evidence of the 
need for such material by the proper department. In order that 
the storekeepers may be held responsible for the stocks entrusted 
to their custody it is necessary that access to the storerooms be, 
as a general rule, denied to employees other than the storekeepers 
and their assistants. In order that’ the latter may deliver ma- 
terials only on proper authority, written requisitions should be 
prepared which should be approved by a responsible employee 
having definite knowledge of the work for which these materials 
are to be used and who can reasonably assure himself that the 
quantity and type of materials requisitioned are in accordance 
with requirements. Requisitions may assume various forms, de- 
pending upon the type of business and the system in use, and they 
may emanate from various sources ranging from the foreman to 
the production planning or engineering department. 

Wherever possible, the keeping of the stock records and the 
pricing of the requisitions should not be delegated to employees 
having control over the physical stocks, for the reason that the 
combination of physical custody and record keeping enables the 
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custodian to conceal stock shortages through fictitious entries in 
the records. Sometimes, however, practical considerations pre- 
clude the otherwise desirable division of these duties and in these 
cases other procedures must provide the necessary protection. To 
illustrate: In the case of one company, requisitions were prepared 
and issued by the production planning section and forwarded to 
the storerooms for delivery of the materials thereon. After de- 
livery, the storerooms transmitted the requisitions to the cost de- 
partment. This procedure afforded the storekeepers an oppor- 
tunity to alter the requisitions in any manner they saw fit before 
transmitting them to the cost department and in this case it was 
decided, after considering several possible means of protection, 
to have the production planning section forward a copy of the 
requisition directly to the cost department for comparison, on a 
test basis, with the requisitions later received from the storerooms. 

In general, stock records should be maintained in such a manner 
as to constitute a reliable means of comparison with physical in- 
ventories. It is equally important that the taking of periodical 
physical inventories and the compilation of the physical inventory 
figures be carefully planned, as any conclusions which may be 
drawn from differences between the book and physical inventories 
are obviously contingent upon the reliability of both. 


The Physical Inventory 


The cost accountant usually plays a prominent part in connec- 
tion with physical inventories. In performing this work he should 
bear in mind the major principles upon which the compilation of 
physical inventories should be based: 

1. Employees taking the physical inventory should be familiar 
with the stocks, so that they may determine from experience 
what part of the stocks is usable or salable, and what part is 
unusable or obsolete, and whether the stocks are what they 
purport to be. 

. Empioyees responsible for the handling of the stocks should 
not be solely responsible for the compilation of the physical 
inventory quantities, but their count should be subjected to 
check by other employees having the same familiarity with 
the stocks. 

. Care should be exercised that the liability for materials in- 
cluded in the inventory has been recorded on the books and 
that all goods sold and invoiced are excluded therefrom. 
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The placing of inventory tags and the control over these 
tags should preclude the possibility of fraudulently altering 
the data recorded thereon or the possibility of preparing tags 
showing quantities of goods which do not exist, or failure 
to account for all tags issued. Where tags are not in use, 
but the quantities are recorded on inventory sheets, these 
sheets should bear the initials of the employees responsible 
for the correctness of the quantities appearing thereon, and 
the employees in the department to which the sheets are 
forwarded for extension, pricing, etc. should be familiar 
with the initials or signatures of these employees. The con- 
trol over the inventory sheets should, of course, be such as 
to prevent manipulation. 

. Pricing of the inventories should be made by employees 
thoroughly familiar with current costs or market prices, 
or with the data from which such costs or market prices 
may be obtained (if the inventory is to be priced at cost or 
market, whichever is lower). Valuations of slow-moving 
and obsolete goods should be made by officials or employees 
who are in a position to estimate fair realizable values. In- 
ventories which cannot be measured, weighed, or counted, 
such as coal piles, ore piles, etc., should be estimated by 
qualified technical men whose reliability should be reasonably 
vouchsafed by their detachment from responsibility for in- 
ventory discrepancies. 

. The footings, extensions, and recapitulations of the inven- 
tory should be made by competent employees, and their 
computations should be rechecked by employees equally 
competent. 

. Differences between recorded quantities and physical count 
should not be investigated by employees responsible for in- 
ventory discrepancies. In larger organizations, this duty may 
be carried out by the internal auditing staff, but in no event 
should differences be written off without reasonable investi- 
gation. 


Very much more could be said on the subject of physical in- 
ventories and the importance attached to this subject is perhaps 
best illustrated by the fact that in some larger organizations the 
preparations for the taking of physical inventories consume weeks 
and even months. 
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Flow of Data to the Cost Department 


The accuracy of the cost records maintained in the cost depart- 
ment depends to a large extent upon proper control over docu- 
ments in their flow from the various sections of the plant to the 
cost department. These documents contain vital cost information, 
but if no effort is made to see that all of these documents actually 
reach the cost department and are posted to the cost records, the 
information reflected in such records diminishes in value. At 
least the more important papers should be rigidly controlled. This 
is usually accomplished by assigning serial numbers to the various 
forms and accounting for their numerical sequence as they are 
received in the cost department. The general plan of assigning 
serial numbers requires some study to overcome some of the diffi- 
culties which may present themselves. For example, certain docu- 
ments identical in form, such as material requisitions, may orig- 
inate in several sections of the plant and be presented to one of 
several storerooms for issuance of the materials. These requisi- 
tions may then be forwarded in a group to the cost accounting 
department by the storeroom which issued the materials. In such 
cases, it would seem feasible for the storeroom issuing the ma- 


terials to assign a serial number to the requisition at date of 
material issue by means of a numbering machine, and before for- 
warding the requisitions to the cost accounting department to im- 
press them with a rubber stamp denoting the storeroom from 
which the issue was made. Thus, each storeroom would have its 
own series of numbers which could be accounted for in the cost 
department without much difficulty. 


Internal Check of Labor Costs 


In the item of labor there are several safeguards which the pro- 
cedures should establish in order to furnish the cost accountant 
with fairly reliable information. Here again one must start with 
the broad general principles. The first important principle gov- 
erning sound payroll procedures has to do with the authorization 
of changes in the number of employees. It is important that the 
procedure be so designed as to furnish reasonable assurance that 
names do not appear on the payroll unless they rightfully belong 
there. This can best be accomplished by a proper division of 
duties, so arranged that each successive employee engaged in the 
payroll work acts as a check on the preceding employee. The 
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duties delegated to various employees in connection with the pay- 
roll must be carefully examined to determine whether it is pos- 
sible for an employee to cause a change in the payroll not to be 
reflected in the records, because having been delegated with more 
than one payroll function he has thereby been placed in position 
to profit from the opportunity of adding a name to or failing to 
remove a name from the payroll. For example, if the timekeeper 
issued or handled the notices of employment or termination, he 
might thereby be enabled to divert checks to his own advantage. 

Possibilities of payroll padding are probably much greater in a 
small than in a large organization because in the latter, the duties 
connected with the preparation of the payroll are generally so 
divided that likelihood of detection of an unauthorized name on 
the payroll is greatly increased. In small organizations, where 
the payroll duties are frequently concentrated in one or two em- 
ployees the point is sometimes made that, because the executives 
signing the payroll checks are thoroughly familiar with the entire 
personnel, detection of unauthorized changes in the payroll is as- 
sured. No great reliance should be placed on these indirect checks, 
as payroll padding may be accomplished without resort to the in- 
troduction of a name on the payroll. For example, if wages are 
paid in cash, a review of the names and amounts appearing on the 
payroll is not conclusive evidence of the accuracy of the payroll 
total unless such total has been independently checked. In the 
event that the employee preparing the payroll deliberately over- 
footed it and obtained cash in excess of the aggregate amount of 
the wages to be paid, the result would be the same as if an unau- 
thorized name had been introduced. 

Authorizations to place individuals on the payroll or remove 
them from the payroll should be executed in writing and pre- 
served as permanent records. It is important that the authoriza- 
tions be kept in the custody of employees who cannot use them to 
the disadvantage of the company through their connection with 
other payroll procedures. 


Accuracy of Payrolls 

Assuming that all reasonable precautions have been taken to 
preclude the possibility of fictitious names appearing on the pay- 
roll, the question still remains whether adequate safeguards have 
been established to ensure that the employees receive the exact 
compensation to which they are entitled. Both overpayments and 
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underpayments should be avoided but, from the standpoint of the 
company, the former is more serious inasmuch as there is a 
stronger possibility of the employees directing the attention of the 
company to an underpayment than to an overpayment. 

The question of establishing procedures to ensure correct pay 
presents considerable difficulty in some organizetions. In these 
times the situation has been further complicated by the introduc- 
tion of payroll deductions such as social security taxes, withhold- 
ing taxes, war bond deductions, a long string of deductions, one 
more painful than the other. In some organizations the stub show- 
ing the composition of the net pay to the employee is as long or 
longer than the pay check. Then there are the varieties of schemes 
under which people are being paid nowadays ; hourly rates, special 
compensation for overtime, special r-tes for various shifts, pre- 
miums or bonuses under a variety of ingenious wage incentive 
plans, piece rates, etc. Adequate procedures must be established 
to control all factors entering into the calculation of the amount 
of money to which an employee may be entitled and which in the 
final analysis becomes an important item in the cost of the product. 
In some cases the preparation of the payroll requires such an inti- 
mate knowledge of the day-to-day operations in the shop that it is 
found advantageous to combine the cost and payroll departments 
into one department. 


Accuracy of Labor Distributions 


Where a substantial portion of the expenditures for labor is 
based on production at piece rates, a satisfactory control over labor 
expenditures is to a large extent contingent upon adequate control 
over production. In some organizations it is possible to tie up 
within reason the production reported by the employees for payroll 
purposes with the quantities reported on production reports re- 
ceived from other sources. In other companies such check is not 
feasible. At any rate, it is not enough that the quantities produced 
and recorded by the employees on their time slips be approved by 
the foreman, for the iatter have many other duties to perform and 
the question might reasonably be raised as to whether or not their 
approval of the time slips provides the company with adequate 
safeguards against wages being paid based on quantities in excess 
of those actually produced. A more rigid control system providing 
for production counts at appropriate points and for the introduc- 
tion of material.clerks or dispatchers solely interested in account- 
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‘ ing for and the movement of quantities produced doubtless results 
in additional expenses, but this added cost might conceivably be 
more than offset by savings through better payroll control and 
more expeditious flow of materials through the plant. 


Timekeeping 


Where the compensation of employees is based primarily on the 
number of hours worked, the cost accountant is interested in the 
nature of the controls set up to ensure proper time reporting. In 
some organizations the employees prepare their own time records 
while in others the time records are prepared by timekeepers or 
foremen or manually or through a time clock system. Where time 
reports are prepared by the employees themselves it may be quite 
difficult to establish a check upon their correctness, although in 
certain cases the reasonableness of the reported time may be in- 
directly checked against performance and production records. The 
company has normally better assurance of the accuracy of the time 
reported where the time records are prepared by a foreman or a 
timekeeper although, as already pointed out, care must be taken 
in such instances not to delegate other payroll functions to these 
employees. Such functions might place them in a position to 
profit from the introduction of fictitious names on the payroll or 
cause employees to be carried on the payroll although their services 
have been terminated. 

The time clock system in itself affords no protection against 
fraudulent time reporting unless precautions are taken to ensure 
that time cards are being punched only by the employees to whom 
the cards have been issued and for such time as is recorded on the 
cards. Therefore, the time clocks should be placed in such positions 
that the punching of the cards may be observed by the timekeeper 
or other employee. Where the employee’s time is distributed in 
the shop to the various operations, the clock cards serve principally 
as attendance records, on which the total time should agree with 
the total time on the time slips prepared in the shop. In larger 
organizations, the punching of the clocks is observed by the guards 
and provision is also made for the removal from the racks of the 
clock cards remaining after the lapse of time allotted to the change 
in the shifts. In such cases, these cards are usually forwarded to 
the time office where they must be obtained by the employees re- 
porting for work late. Where the clock cards are the only evidence 
of the employees’ attendance, precautions must be taken against 
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employees punching in, leaving the plant, and again making an 
appearance when the time arrives to punch out. In organizations 
with far-flung operations, this practice is more frequent than is 
generally believed and it is sometimes difficult to control. Attend- 
ance checks by the timekeepers at irregular intervals have in some 
cases produced good results; in other cases, the time clocks have 
been placed at the only point where the employees can gain en- 
trance to or exit from the plant or their respective work locations 
and where the guard or timekeeper sees that anyone coming in or 
going out punches the clock. 

In general, the integrity of the payroll should be reasonably 
ensured by adequate procedures which, so far as practicable, 
should establish effective safeguards against irregularities and 
clerical inaccuracies. However, the best procedures are rendered 
ineffective if they are not conscientiously observed by the em- 
ployees. A system of internal check, no matter how well conceived, 
will soon deteriorate if no provision is made for systematic checks 
designed to determine whether or not the prescribed procedures are 
being actually followed. For this reason the payroll should be 
checked by employees not otherwise connected with any of the 
payroll procedures. It is realized that in these days of manpower 
shortages, coupled with ramifications connected with present day 
payrolls, there is barely enough time to complete the payroll, not to 
speak of subjecting it to careful scrutiny. Yet these very reasons 
make a careful check of the payrolls all the more desirable. Com- 
panies who employ internal auditors have the payrolls periodically 
checked in detail by these employees. In other organizations the 
payroll is checked by employees in the auditing department before 
the payroll checks are signed. In smaller companies the payrolls 
are periodically subjected to detailed audit by the chief accountant, 
or by an accounting department employee whose usual duties are 
not connected with any of the payroll procedures. Whatever 
method is followed, it should be effective ; that is to say, the means 
employed in auditing the payroll should be acceptable as reliable 
evidence of employment, terminations, rates, rate changes, etc. 
Moreover, the payroll audit should include a careful comparison of 
the payroll checks as to name of employee and amount with the 
corresponding data on the payroll sheets. For what definite assur- 
ance is there that these data are in agreement? A perfunctory 
check is probably worse than no check at all, because it creates a 
false sense of security. 
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Check Signing Machines 

Most organizations having a large number of employees use a 
check signing machine. There is no objection to the use of a check 
signing machine; in fact, it is a wonderful invention. However, 
there are serious objections to the manner in which this machine 
is sometimes used. The fact that the signature of the official or 
employee is placed on the check by mechanical processes does not 
relieve that official or employee from responsibility. He should 
want to make sure that his signature is not imprinted on checks 
which he would refuse to sign in longhand. Generally speaking, 
the signature plate and key to the machine should be in custody 
of the official or employee whose facsimile signature appears on 
the checks. For practical reasons, access to the key and plate must 
sometimes be granted to another official or responsible employee to 
take care of emergencies. The machine should be operated either 
in the presence of these individuals or, if that is impracticable, 
they should make a record of the number of checks submitted to 
them for signature and of the starting number on the counting 
device attached to the machine. That device should work, of 
course, and should not be susceptible to manipulation. After the 


checks have been signed, the difference between the opening and 
closing numbers on the counter should be compared by the official 
with the number of checks recorded by him at the start of the 
operation and any discrepancies should be properly accounted for. 


Distribution of Payroll Checks 


Of ali safeguards surrounding the payroll, the most effective 
single safeguard is probably the requirement that payroll checks 
are to be distributed by employees who have no connection with or 
control over the payroll or the data from which payrolls are pre- 
pared. From the standpoint of the individual, if the question of 
collusion is excluded there would appear to be little, if any, in- 
centive for an employee to falsify data having a bearing upon the 
payroll, unless that employee is in a position to obtain possession 
of payroll checks or pay envelopes. Therefore, in a satisfactory 
system of internal check the pay checks or pay envelopes should be 
distributed by employees who do not have the means of influencing 
payroll data and the employees to whom the distribution has been 
delegated should obtain the checks directly from the check signer’s 
office, as otherwise the procedure loses most of its effectiveness. 
Signed checks should never be returned to the employees who 





SEPTEMBER 1, 1946 39 


prepared them. This phase of the internal check is relatively un- 
important only where, before the checks are released, the payroll 
is so carefully checked that no reasonable doubt exists as to its 
integrity. Where this is the case, and only then, the question as to 
who hands out the checks is of small concern. Employees usually 
barred from distributing pay checks are foremen or timekeepers 
who prepare or approve time records, employees who handle 
notices of employment or terminations, employees in the payroll 
department, and the signers of the pay checks. Large organiza- 
tions, where pay days occur practically every day in the week, 
engage paymasters who distribute all wages to the employees and 
whose othér duties are not in conflict with this principle function. 
In smaller organizations, employees from other departments act 
as paymasters, or the wages are distributed by employees from 
the payroll department accompanied, however, by employees from 
departments not connected with the payroll procedures. Even 
where paymasters are engaged, provision is frequently made to 
rotate such employees or those acting in that capacity, by assigning 
to them different departments every time checks are distributed, 
principally as a safeguard against possible collusion. 


The Value of the Internal Check 


Assuming that this discussion has demonstrated that the system 
of internal check has an important bearing upon the quality of the 
cost data, careful analysis of the cost figures, in turn, may have 
beneficial effects upon the internal check. Costs are not constant; 
they fluctuate due to a variety of reasons. The alert cost accountant 
is not satisfied merely with setting forth the cost fluctuations from 
period to period for someone else to worry about, but he is con- 
stantly searching for a full explanation thereof and his value to 
his company usually increases with the degree of intelligent analysis 
with which he is able to support his figures. The reasons which 
give rise to fluctuations in costs, sometimes contrary to the 
anticipated trend, may at times be found in the inadequacy of the 
procedures and deficiencies in the system of internal check. The 
design of the system is, of course, the prime responsibility of the 
principal accounting officer; but the cost accountant who ap- 
preciates the need for proper procedures and has a fair under- 
standing of the principles of internal check should be better 
equipped to make use of the story which the cost figures tell, for 
the benefit of the organization as a whole. 
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SESSION | 
Organization for Collection of Basic Information 


I. Scope of study. 
a. Limited largely, but not entirely, to accumulation of 
historical cost data. 
b. Raw data as basis for cost information. 
1. How are data obtained? 
2. Are those furnishing basic data within or without 
cost department’s jurisdiction? 
. Topics to be covered. 
. Organization for collection of basic information. 
. Incoming materials data. 
. Material issues. 
. Special material problems. 
. Labor costs. 
. Special problems in labor costing. 
. Production data and product costs. 
. Monthly closings and material and labor reports. 


II. Fundamentals of cost accumulation in records. 
a. Interdependence of cost classifications and cost uses. 
1. Recording of costs based on definite classification 
system. 
. Classification system depends on uses to which cost 
information is to be put. 
(a) Account codes as aid in classification. 
. Elements of cost to be sufficiently detailed so they 
can be synthesized into any desired combination. 


III. Uses of cost data. 
a. Profit determination and inventory valuation. 
b. Budgetary planning. 
c. Cost control. 
d. Pricing policy. 
e. Current application of plans and policies. 
IV. Place of cost department in organization. 
a. Cost department may be a functional unit under con- 
troller. 
63 
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. Controllership functions: 


. General accounting. 
. Cost accounting. 

. Budget. 

. Internal auditing. 

. Other functions. 


. Cost department functions: 
. Timekeeping and payrolls. 
. Labor distributions. 
. Material accounting. 
. Overhead accounting. 
. Cost statements and reports. 
. Other functions. 


V. Relation of general to cost records. 
a. Double-entry system. 
b. Cost accounts in general or factory ledger? 
c. Cost controlling accounts supported by detailed cost 
records. 


Control Subsidiary Records 
. Stores Raw material stock records 


Work in process hi order cost file, or Process 


ledger 
Finished goods Finished goods stoc': records 


Current invoice file, priced at 


Cost of sales ahd 


Payroll 


Payroll register and labor dis- 
tribution sheet 


epartmental expense distribu- 
tion sheet 


hid tetanien {erm expense ledger and 


turing expense 
Applied manufac- 
turing expense Applied expense ledger 


. Subdivisions of work in process account. 
(a) By elements of cost: material, labor, overhead. 





SEPTEMBER 1, 1946 65 


(b) By departments or processes (usually in process 
type systems). " 
(c) By combination of (a) and (b). 
d. Factory journal and ledger. 

1. Disadvantages of single general ledger. 

2. Reciprocal control or balancing accounts. 
(a) Factory ledger account in general ledger. 
(b) General ledger account in factory ledger. 


VI. Collecting and journalizing basic data. 
a. Through use of books of original entry. 

1. Special journals. 

2. Direct posting of data in these journals, or use of 
journal vouchers to summarize data through general 
or factory journal. 

b. Accumulation schedules. 
1. Summary of materials used, labor distribution, etc. 
2. Journal vouchers to summarize data. 
c. Voucher: Authorization to make entry. 
1. Journal voucher. 
2. Purchase voucher (see below). 
d. Voucher register. 

1. Under jurisdiction of accounts payable section. 

2. Definition: combination purchase journal and cred- 
itor’s ledger. 

. Classifies expenditures. 
. Starts the flow of costs. 
. Documents involved. 
(a) Purchase voucher. 
(b) Voucher check. 
(c) Remittance memo. 
(d) Voucher distribution. 
(e) Possibility of simultaneous preparation of above 
documents, including entry in check register. 
. Handling of special problems. 
(a) End-of-month accruals for unaudited vouchers. 
(b) Partial payments. 
(c) Returns and allowances. 
(d) Payment by notes, drafts, etc. 
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Questions for Study and Discussion 


. Can a cost system be devised without reference to the uses to 
which the resulting cost information is to be put? 
. What emphasis in methods of cost accumulation and cost 
determination did World War II produce? 
. What are your account classifications and how are these 
coded ? 
. Who decides in your plant what account code is to be charged 
in the following cases: 
a. Decision as to capital or income charges? 
b. Material purchased direct? 
c. Labor loaned to another department ? 
d. Repair work done for another department? 
. What title does the accounting head hold in your organization ? 
. What are the accounting head’s functions in your company 
and how do these compare with the outline? 
. What functions does the cost department perform in your 
organization ? , 
. Are raw material stock records in your plant kept under the 
jurisdiction of— 
a. The stores department, 
b. The cost department, or 
c. Production control? 
In each case, why? 
. Do you use a factory journal and factory ledger in your 
plant? Why, or why not? 
. Do you use a voucher register? Why, or why not? 
. Who is authorized to prepare journal vouchers in your plant? 
. Describe your accounts payable procedure. 





SELECTED READINGS 
Cost Classifications 


Cost accounting is a means to an end, and not an end in itself. 
Accordingly, any study of the field of cost accounting should start 
with a study of the ends to be served—the uses to be made of cost 
data. Only by clearly describing and relating the various purposes 
for which costs are to be used is it possible to determine the types 
of cost data needed for each purpose and the principles and tech- 


niques which should govern their development, 
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Costs are used for a variety of purposes, and the same cost data 
cannot serve all purposes equally well. Many of the apparent dif- 
ferences of opinion among cost accountants are not fundamental 
but arise from failure to recognize that cost data prepared for one 
purpose may not be appropriate for other purposes. 

Cost accounting involves both analysis and synthesis. It in- 
volves breaking down the stream of costs into its elements and the 
grouping of these various elements into the combinations best 
suited to the purpose in hand. In these processes numerous bases 
for classification are used. Different combinations of cost elements 
are necessary to answer properly the various questions which in- 
volve the use of cost data, A prerequisite to proper combination 
is a sufficiently detailed classification of costs as they arise. 


The Uses and Classifications of Costs, Research Series, No. 7, 
N.A.C.A. Bulletin, Sec. II, May 15, 1946. 


Fundamental Requirements 


There are a few fundamental requirements for a successful 
cost installation: (1) The system should be suitable for the par- 
ticular industry in which it is to be used; (2) It should cover 
completely all the detail phases of cost, including standard allow- 
ances for labor, material, and burden, and standard rates and prices 
for these factors; (3) The layout of the system should be com- 
pletely coordinated in all details with the manufacturing opera- 
tions; (4) It should provide for the collection of costs in such 
a manner that they are charged to the person directly responsible 
for controlling them ; and (5) The system, and the reports arising 
from it, should be clearly understandable both to the cost ac- 
countants who operate it, and to the operating executives who 
use its reports. Failure to observe these fundamental require- 
ments usually results in the cost accountant and his cost system not 
attaining their proper place in the management of the corporation. 


Case Study of a Standard Cost System: William E. Perry, 
N.A.C.A. Bulletin, Section I, September 1, 1940. 
Account Classifications 


Most expense classifications grow up like Topsy. A start is made 
by establishing a separate account for each item which runs into a 
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good deal of money. As people get curious from time to time about 
various items, they are subdivided to answer whatever questions are 
raised. New classifications are added when new kinds of expense 
are incurred, 

Since interest sometimes centers on a division by “object of ex- 
penditure,” and sometimes on division by “function,” the classifica- 
tion is likely to be partly on one basis and partly on another. Thus 
wages may be charged partly to accounts for “labor,” and partly to 
accounts for “repairs,” “power,” etc. The result often is a classifi- 
cation which is not complete or consistent on either basis. 

In a business of any size or complexity, it is necessary to have 
expense data compiled both ways—not in combination, but sepa- 
rately. The expenses should be analyzed so that there is one com- 
plete analysis by objects of expenditure, and another complete and 
independent analysis by functions, departments, or operations. The 
latter classification is essential for cost purposes; the former is 
essential for many types of analyses which the management may 
find it necessary to make to keep in touch with the results of its 
operations. 

This “double” classification of expenses is not difficult or expen- 
sive to maintain. There may be more sheets in the expense ledger, 
but the analytical work itself is simpler than when an attempt is 
made to combine the two analyses into one. 

Under such a system each expense charged on the books receives 
a double account-code number. One part of the code signifies the 
primary expense classification ; the other denotes the functional ex- 
pense classification. The mechanical work is particularly simple if 
the expense classification is handled on punched cards, but it pre- 
sents no complications if a manual distribution is employed. 

An important advantage of setting up the accounts on this basis 
is that the accountant will find it necessary to sit down and think 
out a logical and flexible classification which will cover all con- 
ceivable types of expense and all imaginable functions which may 
become important in the operation of the business. He must work 
out a grouping and arrangement of the accounts which will place 
like items in related account series and which will facilitate quick 
collection of any combination of figures which may be useful to the 
management. After a lot of digging, he will be able to lay a sound 
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foundation which will permit the development of a thoroughly 
integrated and coordinated account structure. 

Viewed from the standpoint of type alone, the expenditures of a 
manufacturing business require only a few primary groupings. 
The following, for example, cover comfortably all the operating 
expenses of our particular business, incurred in some twenty 
manufacturing and distributing units, totaling over $20,000,000 a 
year (exclusive of the cost of raw materials, which are classified 
separately ) : 

. Wrappings and packages 
Direct labor 

Indirect labor 

Social security ; 
Travel and other personal 
Power, heat, light, etc. 
Supplies and incidentals 
Repairs and maintenance 
Rent 

Insurance 

Taxes 

Depreciation 

. Outside services 

Advertising 
. Bad debt losses 


I 
2. 
3. 
4. 
5- 
6. 
7. 
8. 
9. 
oO. 
I. 
2. 


All expenses we incur are charged to some one of these primary 
groups. The total for each class of expense for any unit, or for 
the entire business, and for any period, can be obtained from our 
accounting department at any time on ten minutes’ notice. No 
amount of functional analysis or cost allocation is permitted to 
obscure these basic expense factors. 

In practice, we have been able to reduce the number of primary 
groupings to ten, so as to work them into a decimal-code classifica- 
tion. By using separate series for (a) manufacturing, (b) delivery, 
(c) selling, and (d) administration, and by a certain amount of 
substitution and combination, we have developed a neat, compact, 
and comprehensive classification scheme, which meets all our 
requirements, and even leaves one or two vacant spaces for 
possible expansion. This is illustrated in the accompanying Ex- 
hibits 1 and 2. 
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ILLUSTRATION OF DUAL LEDGER CLASSIFICATION 
General Ledger Department Ledger 
ies Class of Account Production 
Assets (subdivided by prod- 


ucts or 
Liabilities and net worth a. 
Sales and other operating revenues Plant Services 
Cost of raw materials and parts —-" 
Manufacturing expense 
Delivery expense 
Selling expense 
Administrative expense 
Nonoperating income & expense 


Notes 


Devnet bie lade 8 Gem ant aoe 
i general ledger accounts in series 300-800 


Plant service departments accumulate charges for 
veapnsials 


apportionment to production 


Sales service and general service departments 
cumulate charges for apportionment to distribu- Pd gS al 
tion departments one 
Accounting 
Traffic — 


General 


ts carry 
with operating 
Exuzsrr 1 


In addition to this primary classification, we maintain an in- 
dependent record in which the expenses applicable to each function 
and activity are senarately summarized. In this so-called depart- 
mental analysis, we recognize such functions as production (by 
departments and processes), sales (by channels and classes of 
customers), manufacturing services (auxiliary to plant opera- 
tions), and selling services (auxiliary to sales). We assemble in 
this record the costs of each activity, apportion and redistribute 
these costs among the departments to our hearts’ content, arid use 
the resulting figures in our cost calculations, All this is done with- 
out disturbing in any way the primary expense classification pre- 
viously described. 
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BASIC OPERATING EXPENSE GLASSIFICATION 


Group Manufacturing Delwery Sellé Administrative 
(500 series) i i 

Packages 

Direct labor Drivers’ wages 

Indirect labor Garage wages 

Social security Social security i 

Power, light, Road expense Travel expense 

S — ~ # Gas and oil S 

uy ani taty., postage, 
maintenance maintenance — equipt. 

Rent, insurance, Rent, insurance, Rent, insurance, 
and taxes and taxes and taxes 

Notes on Classification 
Groups 10-20-30 represent total cost of emplo 
Groups 40-50 represent services, supplies, and Incidentals 


Groups 60-70-80 represent cost of utilization of facilities 
Group 90 represents expenses incurred for services of outside agencies 


Notes on Allocation 


Groups 00 and 10 include charges allocable directly to individual products 
or activities 
Groups 20 and 30 vary with direct labor charges and may be allocated 


acco’ ly 
40 covers special services measurable as such to products or activities 


ime 50 oe include incide whe overheads allocable by direct measure- 
ment or 
roups 60, 70, -, facilities and may be allocated 
according to investment and rate of use. 


Notes on Variances from Standards 


Direct comparison of standard and actual expense in groups 00 to 30 may 


be made weekly for each department. 
Comparison of budgeted and actual overhead may be made for groups 40 


combined, or individually, as wanted. 
Exuust 2 


ss 


$8388 88 8 


The importance of this setup is that it provides both an analysis 
of expenses and a computation of costs. In many accounting sys- 
tems, one of these activities interferes with the other. The com- 
pany does either a poor job of cost figuring or a poor job of 
expense control. Both are important, and the classifications should 
be made accordingly. 


Cost Requirements of a Competitive Economy, Howard C. 
Greer, N.A.C.A. Year Book, 1944. 





N. A.C. A. BULLETIN 


SESSION Il 
Incoming Materials Data 
I. Information needed by cost accountant. 
a. Establishment of production or replacement needs: 
1. On basis of factory or sales orders. 
2. On basis of maximum and minimum limits. 
b. Establishing cost of incoming materials. 
. Material issues. 

1. Charges to be made to product (jobs or processes) 
and to manufacturing expense for materials con- 
sumed. 

2. Quantities and prices of materials moving from 
stores into production. 

3. Accounting for all materials used. 

. Control over purchasing, receiving, and issuing pro- 
cedures. 
II. Stock ledger. 
a. Represents focal point of material control. 
b. All major material forms pass through stock ledger. 


c. Physical quantities. 





Name of Column Source of Information 
eceiving report 
Received Purchase invoice 
Purchase order 


Issued Stores requisitiop 
Bill of materials 


On hand Calculated 

















d. Available quantities. 





Name of Column Source of Information 
Ordered Purchase order 
Reserved Bill of materials 
Available Calculated 
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e. Unit cost—from invoice. 
1. Adjusted for material burden? 
(See discussion below). 


III. Purchase requisition. 
a. Purpose. 
1. Authority to purchase. 
2. Instruct accounting department to charge appropriate 
account. 
. Who originates purchase requisition? 
1. Stock ledger clerk on basis of minimum quantity? 
2. Stock ledger clerk on basis of bill of materials? 
3. Foreman and department heads? 
. Approval of requisitions. 
1. By whom? 
2. Avoid ordering obsolete material or material for 
parts to be discontinued. 
. Number of copies and disposition ? 
1. Discuss possibilities of two or three copies. 
2. Explain use of each copy. 
. Accounting effect. 
1. None, but provides information for account number 
to be charged when invoice is received. 


IV. Purchase order. 
a. Purpose. 
1. Formal authorization to vendor to ship goods as in- 
structed : 
Quantity. 
Quality and description (specifications). 
Price and discounts. 
Delivery date. 
Method of packing. 
Transportation medium, etc. 
2. Written record of purchase contract. 
b. Origin—purchasing department. 
c. Number of copies and disposition of each? 
1. Minimum—probably three. 
2. Use made of each copy where three or more are 
prepared. 











V. 































VI. 


VII. 
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d. Accounting effect. 
1. Entry in “ordered” column of stock ledger. 
2. May give rise to purchase commitment. 


Receiving report and quality inspection. 
a. Purpose. 

1. Notify purchasing department that goods received 
in good order, of quantity and quality stated in 
report. 

b. Origin—receiving department. 

c. Number of copies and their disposition? 

d. Accounting effect: Entry in “received” column of stock 
ledger. 

Purchase invoice. 

Evidence of claim against company. 

How many copies is vendor required to furnish? 

Use made of each copy: voucher jacket, etc. 

Extent of purchase department audit of invoice. 

Audit in accounts payable section. 

Accounting effect : 

1. Entry in unit cost column of stock ledger. 

2. Vouchering invoice, entry in voucher register, pro- 
ducing debit to appropriate control account. 


moan gep 


Establishing cost of incoming material. 
a. Elements of cost. 
1. Invoice price. 
2. Cash discount. 
3. Transportation charges. 
4. Costs of purchasing, receiving, handling, and storing. 


b. Invoice price. 
1. Unit price checked against purchase order or con- 


tract. 
c. Cash discount. 
1. Checked against purchase order, contract, or sup- 
plier’s catalog. 
2. Invoice entered gross or net in purchase record? 
Three methods: 


(a) Debit and credit both entered at gross amount. 
(b) Debit and credit both entered at net amount. 
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3- 


(c) Debit entered gross, Accounts Payable credit 
entered net. E 
Effect on cost of raw material. 


. Transportation. 


I. 


Role of traffic department. 
(a) Method of shipment. 
(b) Carload lots vs. less than carload lot shipments. 


. Charges obtained from receiving report and attached 


shipping documents. 


. Checked by traffic department or purchasing depart- 


ment in smaller plants. 


. May also be checked against published rate schedules. 
. If only one item on invoice, can add transportation 


charges to invoice price (gross or net) and divide 
by units received to get unit cost. 


. If two or more items appear on invoice. 


(a) Prorate transportation charges on basis of 
weight, volume, or value. 

(b) Or, use predetermined rate usually expressed 
as per cent of invoice price, unless material bur- 
den rate is used (see below). 


. Material burden. 


I. 


Includes transportation, purchasing, receiving, han- 
dling, storing, etc. 


. Must be obtained from cost department monthly or 


, 
4. 


5- 


quarterly, etc. 

Applied as per cent of material cost. 

Disposing of over- and wunder-applied material 
burden. 

Effect on material cost ; capitalize in inventory. 


VIII. Use made of information produced. 
a. On hand, on order columns of stock record. 


I, 


Sales department in quoting delivery dates. 


b. Unit cost. 


I, 
2. 
3- 


Pricing requisitions. 
Valuing inventories. 


Comparing prices, etc. 


c. Slow moving, obsolete stock can be detected. 
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Questions for Study and Discussion 

. What factors should determine maximum and minimum stock 
limits ? 

. Who sets maximum and minimum limits? 

. What is the purpose in having stock ledger cards reveal physical 
as well as available balances? 

. What items may be added to the invoice price to reflect material 
cost? 

. Does the treatment of cash discounts affect material costs? 
How? 

. Should the purchasing agent be free or restricted with respect 
to quantity ordered, price, etc. ? 

. What is the purpose of the qualifying clauses appearing on the 
face or reverse side of a purchase order? 

. How is a material burden rate predetermined? Outline the 
steps necesary to predetermine a material burden rate. Indi- 
cate the sources from which the needed information is drawn. 

. Does it make any difference (on balance sheet and profit and 
loss statement) whether a material burden rate is used or not? 


SELECTED READINGS 
Procedure for Auditing Invoices 


Formulate proper accounting procedure for auditing invoices 
for vouchering. In reaching a decision as to the policy which 
should be adopted three things should be considered: (1) provide 
the proper internal check and assurance that certification means 
something, (2) eliminate all duplicate work wherever possible, and 
(3) facilitate the auditing of invoices for vouchering in payment. 
I suggest the following arrangement : 

1. Purchasing department certifies the quality, quantity, 
price, extension, discounts, back order credits. 

2. Receiving department certifies the quantity and condition 
of goods received. 

. Traffic department checks freight claims, handling the 
problem of demurrage, drayage, and other delivery costs. 
Testing and inspection department test both the quality 
and use. 

. Accounting department checks invoices, extensions, pre- 
pares the vouchers, distributes the charges to the stores’ 
cards and the control accounts. 
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6. Stores department symbolizes the material, prices, stores, 
issues, inventories. 7 

7. Cost department maintains stores card, prices requisitions, 
collects costs. 


Coordinating Purchasing Policies for Material Control, Sam A. 
Marsh, N. A.C. A. Year Book, 1937. 


Treatment of Cash Discounts 


Now we begin to get into some problems in acounting. The in- 
voice allows us a cash discount for payment within ten days which 
is deducted from the face amount of the invoice. The question 
arises, whether the cash discount should be treated as a reduction 
in material costs or as “other income.” Let me give you both sides 
of the question as I know them, and then you can decide how this 
item should be treated. 

In a strongly competitive market it is highly desirable to keep 
your manufacturing costs at the lowest possible figure, and if you 
are faced with this situation, you will say that the definition of cost 
means the lowest price or net cost of your materials, and you would 
treat your purchases accordingly. You will hear that remark prin- 
cipally from the sales department which wants to keep manufac- 
turing costs at a minimum in order to meet strong competition. 

On the other hand, someone will say that you are particularly 
fortunate if your cash balance is sufficiently large to permit you to 
discount your bills while he must go to the bank and borrow money 
with which to discount his bills. Now this question comes up: If 
it is proper to deduct a cash discount in arriving at a net cost of 
materials, why is it not just as proper to add to the cost of ma- 
terials the interest on the money that was borrowed, with which 
money you were able to discount your bills. I am frank to say that 
as yet I have not heard a single individual say that interest on 
money borrowed for the above purpose should be added to ma- 
terial costs. What do you think? 

Accounting for Material Costs, William J. Madison, N. A. C. A. 
Year Book, 1937. 


Accounting for Cash Discounts 

There has been considerable debate as to whether cash discounts 
should be deducted from the cost of material purchased or treated 
as financial income (by reason of the ability to finance the transac- 
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tion within the time allowed). This matter will never be settled 
but the writer joins with those who hold that the original price 
assumes liberality in the time of payment, and exceeds the cash 
price by an amount calculated to cover interest and risk during the 
delay. Under this concept the cash discount, if taken, should be 
deducted from the cost of the raw material, else this cost will in- 
clude a charge for delay in payment ; a service which was not made 
use of by the purchaser. 

There are conditions, however, under which it is difficult or un- 
economical to put this theory into practice. In many companies 
perpetual inventory records are maintained which include prices 
in addition to quantities; unit prices being taken from invoices. 
In such cases it is common practice, and sensible, to treat cash 
discounts as financial income rather than to recompute unit prices. 
Better than this, the entire cash discount taken for a period can 
be shown in the operating statement as a subtraction from pur- 
chases and since the ending inventory will not include a deduction 
for cash discounts, for the reasons stated, the effect will be a re- 
duction in the cost of goods sold to the full extent of the discount 
taken and a corresponding increase in the gross profit. 


Problems of Inventory Taking and Valuing, Clarence B. Nicker- 
son, N. A. C. A. Bulletin, April 15, 1937. 


Need for Segregating Cost of Raw Material Handling 


It is assumed to be a fairly well established fact that in most 
lines of manufacture it is good accounting practice to segregate 
those expenses which are attributable to the acquiring and account- 
ing for raw materials, including their storing up to the point of 
their actual use in producing the product, and to apply such ex- 
penses to cost as a part of the material cost and not as a part of 
manufacturing burden. 

There are probably instances where the mathematical results of 
costing the product would vary but slightly if these expenses were 
merged with general factory expenses and applied by some arbi- 
trary method. Nevertheless, the principle of segregating and apply- 
ing costs incurred in accordance with the source or occasion for 
such costs is a fundamental one. While mathematical differences 
today may be slight, changing conditions from time to time may 
increase the variation. 

There is also the fact to consider that material is sometimes sold 
from stock without processing or transferred to another operating 
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division for processing, in which cases the selling or transfer price 
should be based upon laid-in costs detérmined as accurately as 
possible. Fire losses are another thing to consider. Claims should 
be made to cover laid-in replacement costs. 


Material Burden and Its Application, Carl L. Seeber, N. A. C. A. 
Year Book, 1937. 


Stores Ledger 


The backbone of storekeeping is the stores ledger. This ledger 
shows quantities only. A check list of items appearing on the 
stores ledger is as follows: 


General Data Section 
1. Kind of material. 
2. Unit. 
3. Maximum quantity—as determined by the production man- 


ager. 
. Minimum quantity—as determined by the production man- 


ager. 

. Location 
Building 
Floor 
Section 
Aisle 
Bin number 

. Type. 

. Size. 

. Catalog. 

. Used for. 

. Time required to get. 

. Cubic space. 


Orders Section 


1. Date ordered. 

2. Order number. 

3. Stores requisition number. 
4. Quantity ordered. 


Receipts Section 
1. Receiving report number or purchase order number. 


2. Quantity received. 
3- Invoice number, 
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4. Invoice amount. 
5. Freight and express. 
6. Unit price. 


Reserved Section 

1. Date. 

2. Reason. 

3- Quantity. 
Issued Section 

1. Date. 

2. Requisition number. 

3- Quantity issued. 
Balance Section 

1. Balance on Hand. 

Accounting for Materials and Related Procedures, Report of the 

Systems and Methods Study Group, New York Chapter, N. A. 
C. A. Bulletin, August 15, 1942. 





SESSION Ill . 
Material Issues 


. Objectives of material costing. 

a. To charge product for cost of material consumed. 
1. To account for all regular material used. 
2. To acount for all excess material used. 

b. To serve as check on inventories. 
I. Quantities. 
2. Valuation. 
3. Over and short report. 

c. To serve as basis for estimating on future contracts. 


. Definitions, 

a. Term “stores” includes all material items, direct and in- 
direct, carried in material and supplies stockroom and 
represented by individual stock ledger cards. 

. Raw material: Material that forms basis for manufactur- 
ing operations. Often refers to basic materials (steel, 
lumber, oil, etc.) ; also used synonymously with direct 


material. 

. Direct material: Material which can be definitely meas- 
ured and specifically charged to the product. 

. Indirect material: Those materials which cannot con- 
veniently be measured and charged to the product. 
Roughly, the same as the term “supplies”. 

. Supplies. 

1. Factory. 
2. Office. 
3. Packing and shipping, etc. 

. Finished parts: Become direct material for assembly 
operations. 

1. Manufactured. 
2. Direct purchase. 


III. Stores requisition. 
a. Origin. 
1. Foreman, or 
2. Production control. 
(a) Production control may type out all requisitions 
for entire order ; or 
81 
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(b) Each department may receive extra copy of pro- 
duction order to be used as requisition. 
b. Number of copies—suggest two. 
c. Disposition of each copy. 
1. Discuss procedures used by study group members. 
d. Accounting effect. 
1. Post to stock ledger card, issued and on hand 
columns. 
2. Enter unit and total costs on requisition. 
3. Post to cost records (job orders or process ledger). 
4. Summarize on materials consumed summary. 

















. Bill of material. 
a. Complete list of materials and parts required per unit. 

May serve as substitute for stores requisitions. 

Origin—production control. 

Number of copi¢s and disposition. 

1. Copy for storeskeeper and stock ledger clerk. 

2. Traveling copy to accompany production order, blue- 

prints, etc. 
3. File copy. 
e. Accounting effect—same as stores requisition. 








aoe 
















V. Stores ledger card. 
a. Quantity issued. 
1. Posted from stores requisition or bill of material. 
b. Cost column. 
1. Basis for recording cost on requisition. 
2. Methods of costing—see Session IV. 









VI. Cost sheet. 
a. Origin. 
1. May be copy of production order, or 
2. May be opened by cost department on receipt of pro- 
duction order. 
b. Used mainly in job order costing to accumulate material, 
labor, and overhead on job. 
c. Source of posting—stores requisition. 
1. Requisitions sorted by jobs and posted daily ; or 
2. If requisitions too numerous, accumulate and post 
weekly or monthly. 
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d. Ultimate destination of figures. 
1. Factory journal, charge to finished goods. 


VII. Process ledger. 
a. Subsidiary ledger controlled by work in process. 
b. If number of processes not numerous, may keep them 
in general or factory ledger. 
. Requisitions sorted by processes. 
1. Listed on material used summary by processes. 
2. Totals posted weekly or monthly to process accounts. 
. Process cost sheet. 
1. Lists material, labor, overhead on spread sheet by 
processes. 
2. Transfers costs from process to process. 
. Requisitions may not be necessary. 
1. Can determine material consumption on basis of 
standard allowances or experience. 
2. Illustrations—chemical plants working on basis of 
definite formulas ; manufacturers of soft drinks, etc. 


VIII. Summary of materials consumed. 


a. Weekly or monthly basis. 
b. Analyzes direct and indirect material consumption. 
c. Serves as basis for journal voucher debiting and credit- 
ing controlling accounts: 
Work in Process (Direct material) 
Manufacturing Expense (Indirect material) XX 
Clas Supeties; Ge. oo. ck ce vccdcecseccces XX 
To Stores 
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Questions for Study and Discussion 

1. What governs the classification of material as direct or in- 
direct ? 

2. How does your company manuai define stores, raw material, 

direct material, indirect material, supplies? Compare your 

definition with the ones given in the outline. 

Are direct materials always present in the finished product? 

Are boxes and containers direct material ? 

Who may issue stores requisitions? 

Are there or should there be any limits on requisitioner’s au- 

thority to requisition material or supplies? 

What precautions, if any, should the storeskeeper take before 

issuing material called for on a requisition? 

8. What function does the stock ledger card perform in connec- 
tion with costing of materials issued ? 

9g. When requisitions are not used, how is the issuance of ma- 
terial to production controlled? 

10. What is the relation of the stock ledger card to the job order 

cost sheet? The process cost sheet ? 


An pw 


x“ 


SELECTED READINGS 


Bill of Materials 


The bill of materials is simply a list of the parts required to pro- 
duce any product. It can, and should be, furnished by the engineer- 
ing department. In addition to this information, the engineering 
department should furnish a labor process sheet, showing all labor 
operations required to complete the fabrication and assembly of the 
product. The same department should also maintain the record of 
changes in both these documents, supplying production control and 
inventory control with changes as they occur. 


Material Requisitions 

All material requisitions are written and released by the pro- 
duction control office directly to the stock room. The requisitions 
are written from the bill of materials, which automatically pro- 
vides requisitioning for all required parts and ties in with the as- 
signment of parts made by inventory control from the same bill 
of materials. It has been found eminently more satisfactory for 
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production control to release all material requisitions than for any 
other unit of organization to handle the job. Reorders of material 
by foremen to replace losses will not be accepted by the stock 
room unless authorized by production control. This eliminates 
hidden losses since the” foreman must account for the shortage 
through rejection tickets. 

When material requisitions are received, the stock department 
will fill the requisitions and will deliver the material to the proper 
department on a stock delivery card. This tag serves as identifica- 
tion of the material to the foreman of the initial fabricating depart- 
ment. In the meantime, the requisition is completed and sent to the 
inventory control office. Posting to the perpetual inventory records 
is made, with the bin balance shown on the records being checked 
with the balance shown on the requisition. The requisition is then 
priced, if the item was raw material, and filed for summary at the 
end of the month. The month-end summary of these requisitions 
serves the general accounting department as the entry for transfer 
from raw material to work in process inventory accounts. 


Control of Work in Process Inventories, Earl K. Johnson, N. A. 
C. A. Bulletin, November 15, 1945. 


Bill of Material as Substitute for Requisition 


Incidentally, no material requisitions are used ig this production 
method. The bill of materials serves this purpose both for the 
stockkeeper in filling the order and the production man in posting 
to his records. The bill of material shows the quantities required 
for one unit. This, times the number of units to be built as shown 
by the production order control, gives the quantity to be issued and 
posted, respectively. Only in case of replacements for breakage 
and defects are the usual material requisitions used. This saves 
much time usually consumed in writing on the part of factory men. 
Following the posting, the production order control is placed on 
the production control board at the work station, indicated by the 
first operation. It is placed in the second division—that is, produc- 
tion orders ready for production. 


A Unified Method of Cost Keeping and Production Control for a 
Small Plant, H. C. Moorman, N. A. C. A. Bulletin, June 1, 1932. 
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Uses of Bill of Material 


The cost department uses their copy of the bill of material in 
making estimates and in arriving at cost figures, which will later 
become our standards; Perhaps one step which we should have 
mentioned earlier is that frequently our sales department is called 
upon to quote on special axles which require preliminary bills of 
material to enable our cost department to determine estimated costs 
to be used in establishing the sales price that has to be quoted. 

The copy of the bill of material furnished to the standards de- 
partment and the copy furnished to the shop and assembly floors 
are used to plan the scheduling of material through the shop and 
for estimating or determining the labor cost for machining, as- 
sembling, etc., in connection therewith. 

The copy furnished to the tool design department is used by 
that department to determine whether we have available the neces- 
sary tools or whether new tools will be required to machine the 
parts listed on the bill of material, and to plan so that these tools 
will be available at the time they are required. 

The material department uses their copy of the bill of material 
to check their records in order to determine whether they have 
available the individual material parts required in the various sub- 
assemblies that go to make up the complete product covered by the 
bill of material. This is done by listing the various individual ma- 
terial parts that are required and breaking down the variots sub- 
assemblies showfi on the bill of material into individual material 
part numbers. 


Production and Inventory Control, Sydney W. Warner, N. A. 
C. A. Bulletin, September 15, 1940. 


Determining Material Consumption—Bakery 


Materials are accounted for by ingredients and charges are made 
for weight and cost. Weights are charged as “formula” and “pur- 
chase.” An analysis ledger is maintained in which accounts are 
set up for each group of ingredients. The form of the account 
provides space for recording and summarizing formula weights, 
purchase weights, and cost. 

Formula weights are charged from a summary of the “Bread 
Formula Sheets”. These formula sheets are prepared from the 
bake shop orders and show the various doughs to be made and 
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weights of the ingredients to be used. The columns provided on 
the sheet are totaled daily for use in the preparation of a daily 
manager’s report and are summarized monthly for posting to the 
analysis ledger. Purchase weights and costs are posted to the an- 
alysis ledger from the material stock ledger. 

The accounts used to record weights and cost of the various 
ingredients used, form the basis for the preparation of the “Ma- 
terial Cost Summary.” The material cost summary shows the 
weights and costs for the various ingredients and also furnishes 
the information for the determination of : 


Weight of bread produced. 

Total barrels of flour used. 

Average yield per bbl. of flour. 
Average cost per bbl. of flour used. 
Loss or gain in scaling. 

Invisible loss. 

Percentage loss during fermentation. 
Percentage absorption. 

Percentage pan grease used. 
Percentage dusting flour used. 


Cost per hundred pounds of bread baked—Total. 
Cost per 100 pounds of bread baked by ingredients. 


Process Yields and Shrinkage in Bakery 


The weight of bread produced is based on the weight of the 
dough produced and is calculated by taking 32/35 of this weight. 
Baked weight is used in measuring all components of production 
cost. 
The yield per barrel of flour is another important factor in the 
baking industry. The development of this factor is effected by 
dividing the number of barrels of flour used at purchase weights 
into the total number of pounds of bread produced. Here again, 
it is possible to check against a required or standard yield, thus 
providing another point for checking leaks and for control. 

Loss or gain in scaling represents the difference between the 
weight of dough delivered to the divider or bench and the scaling 
weight of all units produced. 

The difference between the formula weights and the purchase 
weights represents what we call invisible loss. This loss is made 
up of loss in weight of flour and other materials during storage 
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and loss due to careless handling and scaling of materials. It rep- 
resents the difference between the actual and the formula or cal- 
culated weight of material entering into the doughs produced. We 
have an allowable percentage on this loss and whenever the loss 
exceeds this, the dough room foreman is brought to task and the 
inefficiency remedied. 

Fermentation loss is shown by the difference between the ma- 
terial and water put into the mixer, which should be the weight 
of the dough put into the trough and placed in the fermentation 
room, and the weight of the dough delivered after fermentation 
to either the divider or bench. An allowable per cent of loss is set 
up and the actual is checked with this monthly for control. 

Over and underscaling in the dough room have a bearing on 
this factor and must be taken into consideration when calculating 
fermentation loss. 

Absorption is the term applied to the amount of water or liquid 
absorbed per 100 pounds of flour. It is expressed as a percentage 
of the actual amount of flour put into the mixer or mixers. There 
is a standard and proper percentage of absorption. Moreover, this 
factor is a great bearing on the cost, and it is essential that per- 
formance be as close as possible to what is right and standard. 


Accounting as Applied to the Baking Industry, John E. Urich, 
N. A.C. A. Bulletin, June 15, 1935. 















I. Methods of costing raw material stores issues. 
a. Unit cost taken from stock ledger cards. 
b. Methods of costing. 


II. Direct purchases. 
a. 


b. 


III. Purchase returns. 


a. 
b. 


c. 





SESSION IV 
Special Material Problems 




























Specific cost. 

First-in first-out. 
Simple average. 
Weighted average. 
Periodic average. 
Moving average. 
Standard cost. 

Last-in first-out. 
Replacement cost. 

Retail inventory method. 
Normal or base stock. 
12. Cost or market, whichever is lower. 


— 
FPP PYNOorpPoe b = 


Charged directly to work in process or other appropriate 
account instead of stores. 

Mark purchase requisitions, purchase order, invoices, 
and vouchers to show accounts to be charged. 

Handled through voucher register. 

Post to cost sheet or process ledger or expense » todo, 
depending on whether direct or indirect material. 


Purchasing department debit memo. 

Purchasing department shipping instructions. 

Handling in voucher register. 

1. Errors in quality, quantity, pricing should be caught 
and corrected before invoice is vouchered. 

2. If detected after vouchering, correcting entry is 
necessary. 
(a) Return goods to supplier. 
(b) Ask for a credit memorandum or issue a 

voucher charge. 
89 
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I. 


I. 
2. 


I, 
2. 


3- 





IV. Partial deliveries. 


a. By vendor. 
I. 
2. 






Regular procedure followed. 

Voucher made out for partial invoice. 

Notations made in purchasing department and re- 
ceiving department on back of respective purchase 
orders. 

Copies of purchase order in active file until all goods 
are received. 

Invoices for partial shipments supported by purchase 
order covering entire lot. 


b. By storeskeeper to departments. 


Notice of back-order. 


V. Unused material returned to stores by shops. 
a. Material and supplies credit slip. 


Originated by foreman. 
Copy with material to storeskeeper. 
(a) Entry on bin tag, if any: 

(b) Entry on stock ledger card in received column, 
in black ink, or in issued column, in red ink. 
Same copy, after pricing, passed to cost department 
for entry on cost sheet or process ledger, if direct 

material. 

For indirect material returned, credit proper expense 
account in expense ledger. 

Slips summarized on materials returned summary 
from which journal voucher is prepared : 


i eek ee XxX 
Material in Process ............ xx 
Manufacturing Expense ........ XX 


b. Valuing returns to stores. 


At cost in use at time of return? 
At cost in use at time of original issue? 
At standard cost, if standard cost system used. 


VI. Physical vs. book inventories. 
a. Physical inventory as check on accuracy of book in- 


ventory. 
b. Annual plant shutdown for taking inventory. 
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c. Continuous inventorying. 

1. Systematic inventorying of ‘part of storesroom each 
day. 

2. Inventorying when items are at minimum; leaves 
obsolete and slow moving stock to be inventoried at 
year-end. 

d. Inventory procedure. 

1. Advance organization. 

2. Advance instructions. 

3. Forms. 

4. Actual taking of inventory. 


VII. Inventory losses and gains. 
a. Over and short report. 
1. Compiled from comparison of physical and book 
inventory. 
2. If discrepancies serious take recount. 
(a) If physical inventory correctly reported, try to 
locate serious errors. 
Possible sources of discrepancies for shortages. 
Possible sources of discrepancies for overages. 
If errors located, put through correcting journal 
voucher. 
(a) Entry depends on type of error. 
6. If errors not located, list on over and short report 
from which journal voucher prepared. 
(a) For shortage: 
Manufacturing Expense .......... XX 
(Sub-account—Inventory Over and 
Short) 
Se BRED ce die tbe os ceteetsi XX 
(b) For overage: 
TTD 1 dstccnetsneneens sidudions XxX 
To Manufacturing Expense...... XX 
(Sub-account—Inventory Over 
and Short) 
(c) In either case adjust stock ledger cards to agree 
with physical inventory. 


a 
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VIII. Inventory declines in market values and use of inventory 








reserves. 
a. Desirable to keep inventory at cost. 
1. To avoid changing individual stock records. 

b. Inventory tags and summaries prepared by general 
accounting department as sources of information re- 
garding : 

1. Cost. 
2. Market value. 
3. Lower of cost or market. 


c. Journal voucher : 
Loss from Inventory Decline ............. XX 
To Reserve for Inventory Fluctuations XX 
1. Inventory recorded as usual at cost. 
2. Loss account may be closed to Profit and Loss, 
though more logically to Cost of Sales. 
3. After books are closed, above entry is reversed. 
4. Fresh accrual made at close of next period, if neces- 
sary. 
d. Treatment of reserve in balance sheet. 
1. As valuation reserve—deducted from inventory. 
2. Above entry may be omitted and direct appropriation 
made from surplus. 
3. In such case, reserve is a contingency reserve and is 
shown in net worth section of balance sheet. 


Questions for Study and Discussion 


. Is the method of costing the inventory of raw material the 
same as for stores issues? 

. How is it possible to control the accuracy of postings (quan- 
tity and prices) to the product and to the stock ledger? 

. Material “X” is a special purpose material required for spe- 
cial order #485. It is not kept in stock. Trace the accounting 
and related procedures from the time the purchase requisition 
is originated to the time it is finally charged to the product. 
Who decides whether purchased goods are to be returned? On 
what basis? 

. What forms and procedures are involved in purchase returns? 
. What purpose does a physical inventory serve? 
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7. What major points should be considered 

a. In preparing to take a physical inventory? 
b. In taking the inventory? 
c. After taking the inventory? 

8. How are inventory shortages and overages handled in the 
accounts ? 

g. Can shortages be controlled? How? 

10. How do inventory losses and gains arise? 
How are they recorded? 
How are they shown in the financial statements? 


SELECTED READINGS 
Material Returned to Stores 


Our stockroom delivers the material to the operating depart- 
ments and as the quantity delivered will seldom agree with the ac- 
tual stock required on the production order, there is, in most cases, 
a balance left to be returned to the factory. As an example, an 
order for ten thousand springs may require two or three pounds 
of music wire at sixty cents per pound and the spool of wire in 
stock miay weight six pounds. To eliminate waste, the entire spool 
will be delivered to the department and charged to the job, and 
when the order is completed, the unused wire will be returned to 
stock and the order credited with the return. 


Material Burden and Its Application, Carl L. Seeber, N. A. 
C. A. Year Book, 1937. 





Returned Material 


Material returned for credit should be accompanied by a copy of 
a stores credit slip. Another copy should be sent to the accounting 
department. A check list of information appearing on this form is 
as follows: 


Requisition number. 
Date. 

Credit account number. 
Department. 
Quantity. 
Articles 

Part number. 


NVOYP EP & 








8. Credit job number. 

g. Entered on stock ledger space. 
10. Entered on recap space. 
11. Reason returned. 


12. Signature. 


Accounting for Materials and Related Procedures, Report of 
Systems and Methods Study Group, New York Chapter, N. A. 
C. A. Bulletin, August 15, 1942. 


Three Types of Inventory Control 


To control these huge inventory accounts, frequently totaling 
millions of dollars, there exist three types of inventory systems: 
one known as the perpetual inventory system; the second as the 
physical inventory system; and the third, a combination of both. 

Opinion as to the merits of each is, quite naturally, divided. 
There are those who vehemently maintain that there exists no 
system other than perpetual inventories by which real inventory 
control may be established and maintained; while others, because 
of the nature of their business and the added expense involved by 
the continuous inventory, have found that a periodic inventory well 
serves their purpose. 

Essentially, the continuous or perpetual inventory is a matter of 
auditing. Public accountants are, in the main, agreed that such a 
system if properly established with reasonable internal checks, and 
if capably administered, provides a sound basis for the control and 
evaluation of inventory without the necessity of complete physical 
inventories annually. The very foundation of a continuous inven- 
tory system is the existence of a dependable stock record, designed 
to reflect the movement and valuation of materials in the inven- 
tory. When such stock records reflect not only the units but also 
the value of the item, they serve their greatest possible use as the 
basis for financial control because of the facility with which phys- 
ical quantities may be audited against the subsidiary ledgers, and 
they, in turn, against the control account in the general ledger. If 
entries to these accounts are accurate, we may, at a glance, know 
the status of any particular item and the amount which is available 
for manufacturing operations, which have not yet been scheduled. 


Why Physical Inventories? J. C. Freeman, N. A. C. A. Year 
Book, 1942. 
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Two major problems in taking a physical inventory are (1) that 
it is usually necessary to shut down the plant, and (2) that it is 
difficult to take an inventory that can be relied upon for accuracy. 
By advance planning and organization of effort, accurate inven- 
tories can be taken in one-third to one-half the time required for 
taking an inventory which has not been planned. It has been found 
that the most accurate and flexible technique in taking an inventory 
is through the use of tags with detachable coupons. As soon as 
the figures for the physical inventory are complete, they should be 
compared with the appropriate stock records. 

Planning must be done for the inventory at least six to eight 
weeks in advance of the cut-off date. The organization should be 
set up and procedures and detailed instructions written and put in 
the hands of those responsible for the work. In addition, there 
should be at least two meetings of the entire organization—one, 
four to five weeks in advance of the entire organization ground- 
work, and another a few days before start of the work. In this 
way each person will be advised of his specific duties and respon- 
sibilities, and he will have ample opportunity to ask any questions. 

The steps to be taken are in the following sequence: 


1. Inventory organization and job duties. 

2. Rough floor plans for locating storage areas. 
3. Instructions to personnel. 

4. Step-by-step procedure. 


Taking The Physical Inventory, W. B. Atchison, Jr., N. A. 
C. A. Bulletin, December 1, 1945. 


Responsibility of the Industrial Accountant for Inventories 


The physical inventory is the continuous or periodic physical 
measurement of material owned. In a way, this is part of inven- 
tory control, but it is more a part of inventory accounting because 
the primary reason for it is a check on the records and the proper 
reflection of inventory values in the accounting statements. For 
that reason I believe the general supervision of the physical inven- 
tory should be the responsibility of the industrial accountant rather 
than that of the production or operating head of the business. 

If perpetual inventory records are maintained, a continuous 
check can be made throughout the year, eliminating the necessity of 
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a complete physical inventory at one time. If this procedure is fol- 
lowed, every item should be checked at least once each year, and 
several times is better. As a rule, however, such records are inade- 
quate for in-process inventories. Although great progress has been 
made in the last twenty years in the use of perpetual inventory 
records, it is still customary for the great majority of concerns to 
take a complete physical inventory at or near the end of the fiscal 
year. 


Requisites for Good Physical Inventory 

The prime requisites fot a good physical inventory are proper 
preparation and the right personnel. Written instructions should 
be compiled well in advance of the inventory itself and should 
outline the date, personnel, their duties, and the complete procedure 
to be followed. Particular attention should be devoted to the fol- 
lowing items due to their more or less complicated nature: 


Materials owned outside the plant. 

Materials inside the plant belonging to others. 
Materials invoiced by vendors—not yet received. 
Materials received from vendors—not yet invoiced. 
Materials shipped to customers—not yet invoiced. 
Materials invoiced to customers—not yet shipped. 
Materials to be salvaged or scrapped. 

Supplies and perishable tools. 

Slow-moving and obsolete inventory. 


I. 
2. 
3. 
4. 
5. 
6. 
7. 
8. 


sd 


After the inventory instructions have been properly drawn and 
the personnel has correctly followed these instructions, the indus- 
trial accountant will have discharged his responsibility up to the 
point of providing the correct quantities and quality. 


Responsibility of the Industrial Accountant for Inventories, 
Logan Monroe, N. A. C. A. Year Book, 1941. 





SESSION V 
Labor Costs 


I. Needs of cost accountant. 
a. Distribution of direct labor by jobs or processes. 


I. 


For charging to product. 


. Distribution of indirect labor by departments or cost 


centers. 
1. For accumulation of overhead costs. 


. Record of time spent and its distribution. 


I. 
2. 


Basis for debiting direct and indirect labor. 
Basis for debiting burden, if labor hour or labor cost 
basis used. 


. Basis for cost reports: operating efficiency as re- 


vealed by variances. 


II. Definitions. 


a. Direct labor—from company manual, if possible. 
b. Indirect labor—from company manual, if possible. 
c. Illustrations. 


III. Timekeeping for cost purposes. 
a. Duties of timekeeper. 


I. 
2. 
3. 
4. 


Handling time cards? 
Preparation of time tickets. 
Production reporting. 
Production planning. 


b. Relation of timekeeping, payroll accounting, and cost 
accounting. 


I. 
2. 


3- 


4. 


Accounting for all time paid for. 

Balance payroll charges against labor distribution 
charges. 

Balance direct labor distribution against inventory 
charges. 

Balance indirect labor distribution against overhead 
charges. 


c. Timekeeping and planning as elements of labor control. 
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IV. Elapsed time. 


b. 


Hours and minutes, or hours and decimal points of an 
hour? 

Time recorders. 

1. Manual types. 

2. Mechanical types. 


V. Time tickets. 


a. 


Types and forms. 

1. Single ticket for payroll period. 

2. Single ticket each day. 

3. Unit tickets. 

4. Advantages and disadvantages of each? 

Uses of time ticket. 

1. As basic payroll record. 

2. As basic payroll record and basic labor cost record. 

3. As labor cost record exclusively. 

Processing of time tickets. 

1. Discuss system where time tickets used for labor 
costing only. 

2. Discuss system where time tickets used for payroll 
and labor costing. 

Preprinted time tickets. 

1. Name, payroll number, social security number, etc., 
from addressograph plate. 

2. Complete ticket (coupon) preprinted; applies to 
piecework plans chiefly. 

3. Represents form of production control. 

4. Avoids duplicate payment for same work. 


VI. Change of payroll status. 
a. Types of changes. 


b. 


1. Additions to payroll. 

2. Change of occupation. 

3. Change of wage or salary rate. 
4. Change of working hours. 

5. Removals from payroll. 


How is each change initiated ? 
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d. 


a. 


a. 


records. 


Handling loans and transfers. 


VII. Labor distribution. 


c. Trace procedure until information gets into accounting 


Obtained from sorting time tickets by direct and indirect 


labor, and by departments. 
Totals checked against payroll totals. 


Direct labor time tickets sorted by job orders or processes 


and posted to subsidiary ledgers. 


Indirect labor. 
1. Sorted by expense classifications. 


2. Posted to manufacturing expense ledger. 


3. At end of period carried to expense distribution 


sheet. 


VIII. Short-cuts in labor costing. 


Combining payroll and timekeeping records—manual 


system. 


Mechanical equipment to produce required records in 


single operation. 
Abolition of time tickets, etc. 


. Keysort. 


Punched cards. 


0 IX. Accounting entries for labor. 


a. 








For labor distribution. 
— Date — 


Work in Process (Direct labor) $ 6,000.00 
Manufacturing Expense (In- 


dg ey 1,500.00 
Engineering Expense ........ 400.00 
Sales Expense .............. 1,000.00 
Administration Expense ...... 800.00 
Reserve for Vacation Pay .... 300.00 


Accrued Payroll ......... 
To distribute payroll 


$10,000.00 











b. For payroll 


Accrued Payroll ...........+. $10,000.00 
Vouchers Payable ........ $ 7,100.00 
Social Security Reserve.... 90.00 
Group Insurance ......... 250.00 
Payroll Advances ........ 75.00 
Accounts Receivable—Em- 
ployees 
\ 9 IRS Aer 40.00 
Uniforms ..........06. 45.00 
Company Store Purchases 200.00 
Accounts Payable—Miscel- 
laneous 
Badge and Locker De- 
POMS cccccccccccccs 25.00 
U. S. Savings Bonds.... 700.00 
Garnishees ............ 50.00 
Hospitalization ........ . 325.00 
Tax Withholdings ..... 1,000.00 
To record payroll for period. 
— Date — 
Vouchers Payable ........... $ 7,100.00 
TD sécbocnsbababocescer $ 7,100.00 


To record liquidation of payroll. 
c. Alternative payroll and distribution procedure. 
1. Debit and credit “Factory Payroll” instead of “Pay- 
roll Accrued”. 


Questions for Study and Discussion 


1. What distinction is there between direct and indirect labor? 

2. Some cost accountants maintain that in process costing there 
is no distinction between direct and indirect labor. Do you 
agree? 

3. What relation does timekeeping bear to labor costing? 

What relation does labor costing bear to payroll work? 

5. Discuss the advantages and disadvantages of each type of 

time ticket. 


> 
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6. How is a change in payroll status (hiring, firing, raise, trans- 
fer, etc.) reflected in the records? ~ 

7. If your plant has granted wage increases on the basis of a new 
contract with a union, can you present a step by step picture 
of all the changes required in your accounting and allied 
records ? 

8. Show how the journal entries for labor costs and payrolls are 
developed and then posted to the cost controlling accounts and 
the subsidiary ledgers. 

9. Who makes the labor distribution? 

10. How is the accuracy of the labor distributions determined ? 


SELECTED READINGS 
Definitions 

1. I shall define direct labor as the manual labor of performing, 
either by hand or machine, the well-defined manufacturing op- 
erations which actually further the progress of a commercial 
product, and which can be definitely and accurately allocated 
to a specific part, operation, or process. 

2. I shall define indirect labor as that labor, both manual and 
mental, necessary to control and expedite actual production 
and carry on the many not strictly manufacturing activities 
which are incident to, and a necessary part of, any manu- 
facturing enterprise. My remarks shall relate to only “man- 
ufacturing” indirect labor and shall exclude labor pertaining 
to engineering, research, and commercial activities. 


The Control of Direct and Indirect Labor Costs, A. Martin, 
N. A.C. A. Bulletin, April 1, 1939. 


Standardizing Work Week and Schedule 


First of all, we attempt to standardize and clearly define the 
work week and the standard working schedule. The work week 
starts at midnight Sunday and ends at midnight of the following 
Sunday. The first five scheduled tours of duty in the work week 
constitute an employee’s standard weekly work schedule. We 
found it necessary during this emergency to operate at capacity 
level on a minimum of a six-day weekly schedule. All hours 
worked over standard, that is, over eight in one day or over forty 
in one week, are paid on a premium basis. 
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Payroll Organisation 


Summarizing our payroll organizational structure we find that 
it is subdivided into four separate functions: first, recording of 
hours worked; second, computing earnings; third, preparing pay- 
roll; and fourth, furnishing statistical reports. 


Basis of System 


It might be well to state here that in our establishment of 
methods and procedures we have found that the simplest pro- 
cedures are those that can be reduced to common denominators and 
that the fewer the number, the simpler the system. Our system 
is constructed around two common denominators, and it employs 
two common vehicles or tools which are the keys to our payroll 
job. The two common denominators are the actual hours worked 
and the basic standard hourly rate of pay. The two common tools 
are the clock card and the addressograph plate. The clock card 
contains not only the clock registrations, but it also provides for 
all of the possible computations of gross pay. The basic standard 
earnings are the product of actual hours worked extended at the 
standard hourly rate. All other factors of total pay, such as 
piece-work incentive earnings, overtime pay, night work bonus, 
and seven-day coverage bonus, are superimposed on the standard 
base pay and appear separately on the clock card. The addresso- 
graph plate bears the essential employment history, such as date 
of birth, hiring date, present rate, previous rate, date of last 
change, clock number, employee number, social security number, 
withholding code, and all regular deductions. 


New Employee Procedure 


We start in the employment office where Bob is requested to fill 
in his withholding tax exemption certificate. A “notification of 
new employee” form is originated, and a copy is given to Bob as 
a pass to his department the day he reports for work. The original 
copy is routed through the line of supervision for the required 
level of approval for the rate of pay involved. When Bob arrives 
in his new department, he presents his pass slip to the shop clerk 
who originates a clock card, an attendance record card, and a 
weekly work assignment card. The clerk then forwards the pass 
slip back to the employment department. The clock card goes into 
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the clock rack where Bob will register “In” and “Out” at the be- 
ginning and end of each shift and for lunch hour. The assignment 
card goes to his immediate supervisor, who will account for all of 
Bob’s time each day by entering the number of hours worked on 
each productive order as well as time spent in visits to the company 
hospital, personnel interviews, and other activities for which the 
time is not charged directly to a productive order. The attendance 
record remains in the clerical unit, and at the end of the week, 
absences, lates, and earnings will be posted to it from the clock 
card. 


Rate Card 


The original copy of the “notification of new employee,” mean- 
while, is also rerouted to the employment department for the 
purpose of originating a rate card which will become the perma- 
nent and master record of Bob’s occupation assignments, job 
grades, and rates of pay during his period of service with the 
company. The rate card is forwarded to the central payroll 
organization where the master file is maintained. On this rate 
card will be posted every change in occupation, job grade, or base 
rate. 

From the rate card the central payroll organization prepares 
the addressograph plate which at this point contains such informa- 
tion as name, department, clock number, pay day, rate per hour, 
date of birth, social security number, and withholding tax exemp- 
tion code. 

Labor Distribution 

The last phase of our payroll work that I wish to mention is 
the labor distribution. The complexity of a labor distribution 
system is dependent upon the type of cost system employed and 
the diversity of the products manufactured. The employment of a 
job order cost system, unless accompanied by a straight-line manu- 
facturing process, is more complex than a standard cost system. 
Although our company manufactures some 200,000 parts, appa- 
ratus, and subassemblies, we have standardized manufacturing 
operations, so that we have been using a standard cost plan for 
many years. This plan provides, in the majority of our operating 
departments, for standard running orders covering either like 
operations or complete parts and assemblies produced in a specific 
department. Under this plan it is not unusual to obtain satisfac- 








; ar worer “ga 


104 N. A. C. A. BULLETIN 


tory control and adequate costs with as few as two direct labor 
running orders for a department employing as many as 100 to 500 
direct operators. 

Further division is made in labor operations between direct and 
indirect. The direct operations are defined as the constant oper- 
ations that advance the manufacture of a product, while the in- 
direct operations are the fortuitous operations or occasional pay- 
ments made to direct employees. As mentioned previously, an 
individual operator’s time is recorded either on a weekly assign- 
ment card or on individual time tickets, the card being used in 
our standardized departments and time tickets in the jobbing de- 
partments. The latter are employed in our plant and expense 
departments and in our job shop manufacturing nonstandard or 
nonrepetitive manufactures. The operating supervisor is respon- 
sible for reconciling the clock registrations and the time tickets 
daily, and after these tickets are checked by the shop clerical units, 
they are forwarded to the cost units for summarization against 
individual orders. Hours are our medium of distribution, and 
these hours are evaluated at departmental.current average hourly 
rates for each group. We decided to use average rates after we 
made quite an extensive study of using actual rates. We are con- 
vinced that by far the majority of the variations from average 
are fortuitous due to John’s working on a specific order rather 
than Bill. John’s rate may vary from Bill’s merely on account of 
progression increases he has received because he happened to be 
in that labor grade longer than Bill. Both men could do the job 
equally satisfactorily. 


Case Study of Payroll Practices and Procedures, I. J. Nicholas 
Zavodney, N. A. C. A. Bulletin, February 15, 1946. 


Duties of Timekeepers 


1. To prepare daily time tickets for each man for each operation. 
The time tickets in this case show: 

Employee’s clock number and name. 

Operation name and number. 

Part name and number. 

Order number. 

Account number. 

Start and stop times of job, and elapsed time. 

Rate paid. 

Total earnings on the job. 


rR mean op 
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2. To check the correctness of each item on the time ticket, except 
the rate and total earnings. . 

3. To post quantities completed by operations and clock numbers 
on each order. 

4. To send completed order to the payroll department as notice of 
its completion. 

5. To turn over each day’s time tickets to the payroll department 
the next morning after posting the necessary time to the shop 
order summaries. 

6. To maintain a cumulative record of the quantities on each order 
by operations. 

7. In some departments, also to maintain certain stock records 
and make out various statistical reports. 

8. Obtain foreman’s approval on job tickets. 

9. During inventory taking, to make out the inventory tickets. 


Condensed from Accurate Timekeeping is Essential to Use of 
Standard Costs, Paul C. Taylor, N. A. C. A. Bulletin, January 1, 


1937- 
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SESSION VI 
Special Problems in Labor Costing 


I. Incentive wage payment plans. 


a. Determination of bonus payment. 


1. By whom? Usually payroll section. 
2. How often? 


a. Preferably daily—chance for rectifying errors 


before pay day. 
3. Procedure. 
4. Effect on accounting and cost records. 
(a) Effect on unit labor cost. 


(b) Effect on overhead through spreading of fixed 


charges over increased volume. 
(c) Treatment as direct labor? 
(d) Treatment as overhead? 


II. Overtime and night shift bonuses. 


a. Treatment as labor charge. 
b. Treatment as overhead. 


c. Procedure in analysis of payroll. 


III. Employers’ contributory social security payments. 


a. Treatment as labor charge. 
b. Treatment as overhead. 


— Date — 
Manufacturing Expense ............. $240.00 
Dales TRRBGUER cc ccccccesescccscceces 40.00 
Administrative Expense ............. 80.00 


To Reserve for Social Security... . 


To accrue employer’s share of social se- 
curity payments. 


Note: Each of the above accounts is supported by three 
debits, for FOAB, federal unemployment insurance, 


and state unemployment insurance. 


c. Treatment of entire amount as administrative expense. 
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IV. Employee training programs. 


a. Accounting for cost of personnel training. 

1. In training department. 

2. While “breaking in” on job. 
V. Vacation pay. 
Determining who is eligible. 
Special classification for accruing vacation pay. 
Accounting for accrual. 
Liquidation of accrual. 
Possible treatment. 


pao se 


Administrative Expense ............. XX 
To Reserve for Vacation Pay...... XX 


VI. Sickness allowance. 


Questions for Study and Discussion 

. If your plant employs any of the wage payment plans men- 

tioned below, discuss them with reference to their effect on 

labor costs and burden costs: 

a. Day rate (hourly rate). 

b. Graduated day rate. 

c. Piece work, 

d. Any form of bonus system either on an individual or gang 

rate basis 

. Do profit sharing schemes have the same effect as incentive 
wage plans in raising labor efficiency? 
. In your plant are overtime and night shift bonuses for direct 
workers treated as a labor charge or included as overhead? 
Discuss the merits of each method. 
Should the employer’s share of social security payments be 
treated as a direct labor charge or as overhead ? 
. Does your plant make provision for employee training in set- 
ting labor standards? How are excessive training costs de- 
tected ? 
. How do the payroll and cost departments know when an 
employee is in training? 
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7. Discuss your company’s method of handling vacation pay ac- 
crual with reference to the points mentioned in the outline. 

8. Does your chart of accounts contain an account covering sick- 
ness allowance? If so, how is the information collected and 
the account operated ? 

9. If your company had to start a health and welfare fund under 
a union contract, how would this change existing accounting 
and bookkeeping practice in your company ? 


SELECTED READINGS 


Overtime and Premium Payments 


The premium payment policy of our company is in accordance 
with current labor legislation, such as the Walsh-Healy Act which 
provides for the payment of premiums after eight hours of work 
in any twenty-four-hour period and over forty hours in any one 
week as well as the provision for a premium payment for sixth 
and seventh tour of duty within a work week. This policy, I be- 
lieve, is quite common among manufacturing industries. In addi- 
tion to this common premium policy, the nature of some of our 
operations is such that it is necessary to maintain continuous op- 
erations around the clock, and the organization of our plant is 
such that we have our own internal police and fire-fighting forces, 
so that it becomes necessary to have someone on duty continuously. 
These conditions have brought about a modification of our stand- 
ard rate to include a premium payment for each of these condi- 
tions. Consequently, we have adopted a so-called “night work 
bonus” policy and a “seven-day coverage” policy to compensate 
the employees on such assignments over and above the standard 
rate of pay. In order to administer the payment justly and cor- 
rectly, we define as clearly as we can in our company instructions 
each of these two conditions. . . . Payment for each of these con- 
ditions is made by means of a specified percentage which is applied 
to the standard earned hourly rate. By establishing a standard 
rate of pay for an indtvidual, it is possible to rotate him on various 
shifts and jobs, so long as he remains in the same grade, without 


changing his rate of pay. 
Incentive Pay 


Our incentive system, which we call group piece work, provides 
equitable treatment for all of the employees -working together in 
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what we term a pay group. The piece rates are generally expressed 
in terms of credit hours for one hundred.good parts produced in- 
stead of dollars. The total credit hours for each group are com- 
pared with the total actual hours worked by the group, and the ex- 
cess of credit hours over actual hours is converted into a percen- 
tage of piece-work earnings. This percentage is applied to the 
piece-work base earnings of each individual (actual piece-work 
hours times standard rate of pay) and added to each individual’s 
base pay. Each week during the month an increment percentage 
based on estimated earnings is paid, and a final adjustment to actual 
earnings is made at the close of the month. 


Case Study of Payroll Practices and Procedures, I. J. Nicholas 
Zavodney, N. A. C. A. Bulletin, February 15, 19406. 


Methods of Charging Vacation Pay 


There are several concepts of the categories into which vacation 
wages can be placed. The first considers such payments as a bonus 
to be applied against the profits of the business ; the second classi- 
fies vacation wages as an item of overhead to be included in the 
computation of overhead rates. If they are placed in the first cate- 
gory, it must be assumed that lack of profits would indicate the 
discontinuation of the payment of vacation wages, thereby creating 
labor difficulties which would be undesirable. On the other hand, 
the classification of vacation wages as overhead necessarily in- 
creases the overhead rates with its attendant increase in the unit 
cost of the manufactured product. Since the selling price is sup- 
posedly based on the anticipated cost of the commodity, it would 
seem that this method would. be the more desirable. It is not the 
purpose of this article to advocate the adoption of either method, 
but to elaborate on a vacation wage accrual procedure which will 
apply to both methods and, with some adjustments, be practical 
for most businesses. 


A Simple Formula for the Accrual of Vacation Pay, C. W. 
Bendel, N. A.C. A. Bulletin, May 15, 1946. 


Processing Labor Tickets 


The total labor for the day, as extended in the cost department, 
is checked with the payroll department which has extended the 
duplicate copy of the time ticket. Thus we make sure that we are 
accounting for all of our payroll dollars before we start our distri- 
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bution in the cost department. Some may doubt the necessity for 
the duplication of work in having the two copies of our labor 
ticket extended in separate departments. This procedure, however, 
minimizes errors in our payroll department. In the four weeks im- 
mediately preceding the preparation of this paper there was an 
average of only six errors per week in a plant employing some- 
what over 2,500 people. These errors were corrected and the ad- 
ditional money given to each employee affected before he left the 
plant on pay day. This reduces substantially the number of times 
an employee or his family will repeat the “short pay story” in the 
bridge club or wherever people gather. 


Case Study of a Payroll System, Frances L. Haskell, N. A. 
C. A. Bulletin, January 15, 1946. 


“Product Costs” and “Period Costs” 

In industrial accounting theory and practice an important dis- 
tinction is made between two types of costs which will be referred 
to here as “Product Costs” and “Period Costs” for lack of better 
terms. Certain costs are assumed to belong to the goods produced 
—to attach, as it were, to the units of product; while other costs 
are assumed to be costs of the period in which incurred and charge- 
able against that period’s income. To the extent that goods pro- 
duced in one period are sold in a later period, the costs which 
attach to these goods are deferred, i.e., not absorbed against the 
income of the period in which they are incurred. 

Are excess costs of overtime, night shifts, and training programs 
product costs or period costs? Our first reaction is to classify them 
as product costs, for they represent costs of the production depart- 
ment and we are accustomed to think of production department 
costs as product costs and to consider costs of general administra- 
tion and selling as period costs. But a little consideration will 
reveal that there are important exceptions to the general rule that 
all production costs are properly assignable as product costs to the 
values placed on inventories. 


Should Excess Labor Costs Constitute Another Exception? 


Noting these exceptions to the general rule that all of the costs 
of the production division of a business are proper inclusions in 
inventory values, raises the question of whether the excess costs 
due to overtime premiums, night shift premiums, and employee 
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training are sufficiently similar to the items of cost involved in 
these exceptions to justify similar treatment. There is considerable 
basis for the opinion that they are. 

The expenditures for added overtime premiums, added night 
shift premiums, and added employee training induced by the de- 
fense program and war effort are excess or added cost. By defini- 
tion they are costs which were not present prior to the beginning 
of the defense period and are not expected to continue after the 
war. In this respect they resemble debit variances from standard 
costs of the current attainable type. When actual costs exceed the 
current standards the excess is treated not as a cost of producing 
the product but as a cost of the period resulting from inefficiencies 
and failure to achieve standard performance. In other words, 
costs which represent a temporary failure to operate at attainable 
standards are not considered proper additions to inventory values. 
No increased selling price arises because of a temporary decline 
in labor efficiency or from excessive usage of material. In the 
same way, a product acquires no greater selling price because it is 
produced during an overtime period instead of during regular 
hours or because it is produced by a night shift instead of a day 
shift. The added expenditures are still costs, but not costs which 
should be added to inventory values. 


Similar Need for Eliminating Excess Labor Costs 


A very similar problem of inventory valuation is involved in 
accounting for overtime premiums, night shift premiums, the added 
costs of employee training and similar added labor costs induced 
by the defense and war effort. If these costs are included in inven- 
tory values during the war period instead of being absorbed against 
current income, the war period will reveal larger profits due to 
the excess labor costs carried forward in inventories, while the 
period following the war will be charged with write-downs to elimi- 
nate these costs which cannot be recovered. Any statement of 
what will happen to prices after the war would be pure speculation, 
but the ending of hostilities will undoubtedly mean the elimination 
of excessive overtime, most night shifts, and the need for training 
programs. It is unlikely that selling prices of products will long 
rerzin sufficiently high to provide for the reimbursement of these 
excess costs incurred in a prior period. Doesn’t it seem more 
logical, then, to treat these excess costs as period costs to be written 
off currently rather than as product costs to be carried forward in 
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inventories for absorption in a postwar period of reduced prices? 
Logic would appear to support an affirmative answer. 

There is one qualification to the above viewpoint which should 
be mentioned. In some companies increased production has re- 
sulted in a reduced unit cost for overhead. Where this reduction 
in overhead is sufficient to offset increased material and labor costs, 
so that the total current cost of the product (including excess labor 
costs) does not exceed normal cost, there would appear to be little 
~ecessity for excluding the added costs of overtime premiums, 
night shift premiums, and costs of training programs from prod- 
uct costs. However, with the increased material and labor costs 
now prevailing, it is unlikely that this condition exists in many 
companies, 


Tentative Statement on Accounting for Excess Labor Costs, 
| N. A.C. A. Bulletin, May 1, 1492, Section III. 




















SESSION VII 
Production Data and Product Cost 


I. Nature of problem. 


a. Input factors ; i.e., charges to Work in Process. 
b. Output factors ; i.e., credits to Work in Process, 
c. Both types deal in quantity and dollar amounts. 
d. Cost presentation depends on type of cost system. 
1. Job order. 
2. Process. 


II. Charges to work in process. 


a. Largely covered in Sessions I-VI. 
b. Factors involved. 
1. Direct material. 
(a) Kinds, quantity, costs. 
(b) From material requisitions, bills of materials, 
stock ledgers. 


2. Start and stop time for each labor operation. 
(a) From timekeeping. 
(b) Compute payroll and labor distributions. 
(c) Means of charging overhead to product. 
3. Reporting quantity at each operation. 
(a) From inspection. 
(b) For payroll purposes. 
(c) For unit cost purposes. 
4. Machine operation record. 
(a) From production control. 
(b) Purpose: Charging overhead to product on ma- 
chine hour basis. 


III. Credits to work in process. 


a. Reporting last operation. 
1. From final inspection, move-ticket to finished stock, 
etc. 
2. Purpose: to transfer costs; to establish cost of job 
order or run; to establish unit costs of production. 
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b. Procedure in transferring costs of finished production. 
1. Depends on type of cost system. 


2. In process costs, transfer from one process to next 
and finally to finished parts or finished goods. 


3. In job order costs, transfer from work in process to 
finished parts or finished goods, or even directly to 
cost of sales. 

c. Valuing work in process inventory. 

1. Contrast procedure in job order, process cost, and 
standard cost systems. 

i 2. In process costs, stage of completion is important. 
( 3. Necessity for physical inventory. 


IV. Waste, scrap, and spoilage ; excess usage. 


a. Waste. 
1. Visible waste }) Material lost in processing having 
2. Invisible eae no recoverable value. 
3. Process yields as per cent of quantity put into 
process. 


b. Scrap accounting. 
1. Definition of scrap: same as waste, except some re- I 
covery value may be present. 


c. Accounting for scrap or waste. 


1. Credit other income. 
2. Credit work in process. 2. 
3. Credit manufacturing expense. 
4. Treatment by neglect. 3. 
(a) No entry; cost of waste or scrap reflected in 
higher unit cost of units produced. 4. 


d. Spoilage and defective work. 


1. Spoilage: Material damaged so that it cannot be re- 5: 
paired. 

2. Defective work: Imperfect products which have re- 6. 
coverable value as such, or which can be brought up 
to standard through application of additional material 7. 


and labor. 
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3. Accounting for cost of defective work or spoilage. 
(a) Treatment by neglect. ' 
(b) Charging general overhead or specific depart- 
ment. 
(c) Charging against workmen. 
(d) Work in Process credited for accumulated ma- 
terial, labor, and overhead costs. 
e. Rework. 
1. Special time tickets. 
2. Other procedures. 
3. Overhead charged on reoperations? 
f. Excess material. 
1. Check on material usage. 
2. Usually associated with standard cost systems. 
3. Use of separate requisitions? Advantages and dis- 
advantages. 
4. Other procedures? Standards for scrap and spoil- 
age, etc. 


Questions for Study and Discussion 


. When operating a job order cost system, how is the accounting 


for finished production handled— 
a. In the controlling accounts? 
b. In the subsidiary records? 


. Would the answer to question 1 above be the same under a 


process type cost system? 


. How does the cost department know when the last operation 


has been performed on a job order, or in a process plant? 


. How are inventory values of work in process arrived at under 


a job order system? 


. What is meant by “effective” or “equivalent” production in a 


process cost system? 


. Who determines the stage of completion in a process system 


and how is it determined? 


. From the following facts determine the equivalent production 


and prepare an operating cost statement ; 
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Department A Department B 
Stage of Stage of 
Com- Com- 
Quan. pletion Quan. pletion» 
Opening Inventory : 
Material 500 30% 
Labor 50% 1000 70% 
Expense 50% 70% 
Put into Process | 15000 12500 
Completed and for- 
warded to next | 
i department 12500 13000 | 
' Closing Inventory : 
Material 3000 100% f 
Labor 40% 500 80% 
Expense 40% 80% € 
s 
Process A 
- 1 
Inventory beginning 250 | Transferred to B ? p 
Material 8000 | Inventory at end ? th 
Labor 4000 d 
Expense 2900 er 
Process B fc 
to 
Inventory beginning $1430 | Transferred to Finished Goods ? pe 
Labor ; 5000 | Inventory at end ? pr 
Expense 2000 80 
8. Is a physical inventory of work in process necessary under a fai 
job order system? Process system? Standard cost system? acc 
9. How does accounting for scrap differ from accounting for Pe 
wastes? 
10. How are process yields reflected in production costs? ae 
SELECTED READINGS dic 
Control of Deliveries from Finished Goods Stocks a 
I believe you will all agree with me that no orders calling for ren 
shipments to customers should be turned over to the finished goods 






warehouse for packing and shipping without first the approval of 
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the customer’s credit, the reason for which is obvious, and secondly, 
without a copy of the order being retainéd by the controller’s or 
treasurer’s department to provide a positive means of securing 
the original order after shipment. Thus quantities actually shipped 
and other incidental shipping data is secured so that proper in- 
voices can be originated. 

With a procedure as just outlined in effect, the next step of 
course is to provide sufficient copies of invoices, so that a means 
is available of systematically providing the stock control division 
with the necessary data of support entries relieving the finished 
goods stock records of the merchandise shipped out, as indicated 
on such invoice copies. 

Again citing our own practice, relief entries to the finished 
goods stock records are made from customers’ original orders be- 
fore they are rewritten on our own shipping order form, thus 
enabling us to determine immediately our stock position with re- 
spect to giving preference to certain orders or customers, to de- 
termine the necessity of back-ordering any quantities and to make 
it possible to advise our customers without delay. Under this 
procedure, the stock control division’s copy of the invoice becomes 
the medium of checking the original relief entry and of noting any 
differences between actual shipments and the quantities ordered as 
entered originally. 

In this same connection let us not overlook the necessity of 
following essentially the same procedure in delivering merchandise 
to internal divisions for testing, inspection, display, or any other 
purpose for which merchandise is required. Failure to secure 
proper records of such movements of stock gives rise to a common 
source of petty inventory differences, not to mention the consequent 
failure to secure the necessary data for proper charges to expense 
accounts. 


Periodical Selective Check of Physical Inventories 


Selective checks can only be made effectively when stock records 
are divided into as many minor control groups as experience in- 
dicates is necessary to localize and ferret out inventory differences. 
Naturally, stock records must at all times be kept posted cur- 
rently, and we must guard against not properly reconciling un- 
rendered invoices and goods-in-transit items, particularly so, when 
complete inventories are taken at the end of definite accounting 
periods. In this latter connection, it might be well to mention 
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that accurately maintained perpetual inventory records, together 
with an effective procedure for selective checking inventories, often 
preclude the necessity of shutting down operations, and the extra 
costs involved in the taking of inventories for purposes of sub- 
stantiating inventory quantities and related values for annual finan- 
cial statements. 


Accounting for Control of Finished Goods, C. J. Wibbelsman, 
N. A. C. A. Bulletin, September 15, 1936. 


Control of Scrap 


All scrap made in the shop must be checked with the salvage 
and control man each day and all scrap tickets must be signed by 
the foreman. After signing the scrap tickets the foreman is re- 
quired to post on a scrap board we maintain in each department 
the amount of scrap made that day. This board is placed in a 
conspicuous place in the department so that all operators will see 
what has happened to good material. On this black board is 
posted the amount of scrap, the part number, name of part, and 
the cost of material and labor lost due to careless work. The 
posting of scrap on this board by the foreman keeps him in con- 
stant touch with careless operators and the amount of goods that 
goes into the scrap pile. We have found that the use of this 
scrap board has a psychological effect on the operators and has 
gone a long way towards reducing scrap caused by carelessness. 


Production and Inventory Control, Sydney W. Warner, N. A. 
C. A. Bulletin, September 15, 1940. 


Control of Spoilage 


As we began to interpret more clearly in the manufacturing di- 
vision the cost data submitted by the cost department, the report 
that struck up most forcibly was that which concerned our high 
scrap and reoperation cost, and we took that item up first for cor- 
rection. We decided that we would set standards of scrap and re- 
operation costs for each division and department of the plant, de- 
termine the responsibility for scrap and reoperations by depart- 
ments and keep up a record, in figures and graphically as well, of 
each department’s performance in relation to its predetermined 
standard, and hold meetings at regular intervals to review the per- 
formance. Our methods of accumulating the information as well 
as our methods of presentation have been changed here and there 
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during the five years we have operated the control, but I will at- 
tempt to explain in detail just how this work is now done and tell 
you something of the results we have had. 


Gathering the Information—The Scrap Ticket 


Information concerning the actual scrap occurring in the plant 
from day to day is reported daily on the scrap ticket, made out 
by the inspection department. The ticket is made up in sets of 
five copies. For economy and speed in the writing of the tickets 
as well as to insure legible copies, we are using a standard type 
of register order machines, The form provides space for the 
inspector to show the part number, part name, department re- 
sponsible in his opinion, the number and name of the last operation 
performed, the quantity rejected, the date, and his statement of 
the cause of rejection. Separate scrap tickets are made up for 
each part, and if scrap occurs for several different causes on the 
same part or product, a scrap ticket is made out for each cause. 
Then, too, if rejections occur on the same product, for the same 
cause, but the rejections take place after different operations, sepa- 
rate scrap tickets are made out due to the difference of last opera- 
tion performed and the resultant difference in cost. 

The writing and distribution of the scrap tickets for each day’s 
scrap is completed by ten o’clock on the morning of the following 
day. The five copies are used as follows: 

The original, standards department copy, is delivered by the in- 
spection department to the cost department, where the cost of the 
scrap, described on the ticket, is entered in the space provided. The 
ticket is then delivered to the standards department, whose job it is 
to determine the responsibility for the scrap. 

The second, payroll department copy, accompanies the original 
until the responsibility is determined. When the responsibility has 
been fixed, the foreman, if he knows that the operators carelessly 
caused the scrap, marks this copy, “Do not pay group no. so-and- 
so” in the space provided. This second copy then goes to the pay- 
roll department for adjustment of its records with regard to group 
payment. 

The third, foreman’s copy, is delivered by the inspection depart- 
ment to the foreman, whose department, in the inspector’s opinion, 
is responsible. Received, as it is, before noon of the following day, 
it gives the foreman a daily report of his performance early enough 
to assist him in making decisions with regard to the correction of 
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his operators, equipment, or methods to the elimination of the 
cause of such spoilage in the future. All of our foremen use this 
copy. They have become accustomed to figuring daily the percen- 
tage of scrapped pieces to O. K. production in their department, 
at least on major volume jobs, and in this way keep themselves 
conversant with their performance from day to day. 

The fourth copy is delivered to production control department 
and then to materials control department for adjustment of their 
process inventory records. 

The fifth copy is attached by the inspector to the parts or prod- 
ucts rejected. 


The Salvage Ticket 


Information concerning material, parts, or product salvaged is 
written up and distributed in exactly the same manner as the infor- 
mation concerning scrap. In fact, the same scrap ticket form is 
used, but on each copy is stamped in large red letters the word 


“Salva ge "lg 
Physical Disposition of Scrap 


Each day after the scrap tickets for the previous day have been 
issued, the inspectors attach the fifth copy of the scrap tickets to 
the rejected parts, which are then removed to a designated location 
just outside the department foreman’s office. Here each day the 
foreman and his assistants examine the rejected product. The 
scrap is not disposed of until the department responsible for it has 
had an opportunity to look at the defect that occasions the charge 
to this department. Obviously, the familiarity with the cause of 
scrap which results from this physical examination of it makes 
easier the responsibility fixing job of the scrap control section; 
makes the operators more careful because their mistakes will be 
seen by their boss; and makes the inspector more critical of his 
own work, since the foreman accused checks the inspector’s work. 

In the case of a dispute as to whether or not this or that part 
should be scrapped, the final decision is made by the chief in- 


spector. 
Pricing Scrap Tickets 
As mentioned before, the original copies of the scrap ticket are 


delivered to the cost department. Here the unit direct material, 
labor, and burden costs are set on the tickets in the spaces provided 
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and each ticket is extended for the quantity it covers. The previous 
month’s costs are used in pricing the tickets. Salvage tickets are 
priced and extended in the same way and all tickets for the day are 
then delivered to the scrap control section. 


Reoperation Costs 


The control of rework or reoperation costs follows almost iden- 
tically the method controlling scrap. We do not, however, use a 
ticket for the reoperations as we do for the scrap. Our rework 
costs on any product are due in the great majority of cases to the 
same cause. The reoperation is done and paid for on the basis of 
the operation sequence and predetermined standard labor cost as 
outlined on standard labor routings, and the responsibility is shown 
by the scrap control section by marking the name of the department 
responsible on a list of reoperation cost by products, prepared by 
the cost department. From this point on the report by responsi- 
bility is made, the control records and charts are kept and review- 
ing meetings held, just as in the case of the scrap control. 


Control of Spoilage and Material Usage, M. A. Lause, N. A. 
C.A. Year Book, 1935. 































SESSION VIII 
Monthly Closings and Material and Labor Reports 
I. Monthly closings. 
a. Necessity for speed. 
b. Month-end organization to handle closings and prepare 


reports. 
1. Time schedule. 

c. Standardized journal vouchers. 

d. Filling in comparative data during month (prior month, 
prior year, etc.) 

e. Mechanized procedures. 





II. Responsibility of cost accountant. 
a. Cost department collects data. 
b. Sets standards of performance. 


c. Prepares reports for presentation to executives. 
1. Account classifications to be such as to yield desired 
information. 


d. Accounting procedures. 
I. Manual. \ 
2. Mechanical. 


III. Cost control through cost reports. 


a. Predigesting information for executive use. 
1. Adapting reports to executive needs. 


b. Promptness. ” 
c. Regularity. 
d. Principle of exceptions. 3 
e. Summary of principles of cost control. 4. 
IV. Reporting material at departmental level. 

a. Kinds of material variances. 

1. Price. 

2. Usage. 5- 


b. Responsibility. 
1. Detailed tracing of variations to original source is 
job of foreman. 6. 

2. Daily reporting at departmental level. 
122 
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6. In a historical cost system where there are no variances, how 


































V. Reporting labor at departmental level. 
a. Rate and time variations and illustrations. 
b. Causes of each. 
c. Immediate control in hands of foreman. 
1. Daily reports. 
2. Cooperation between foreman and workers. 
(a) Informing workman at beginning of job. 
(b) Incentive wage. 
Selection of workers. 
Training. 
Frequency of change-overs. 
Turnover. 
Working conditions and hours, etc. 


VWAKS YH 


VI. Summary of reports to major executives. 
Relation of summary to departmental reports. 
Daily plant report. 

Monthly production cost. 

Inventory control. 


Charts. 


VII. Effectiveness of reports. 
a. Staff meetings. 


cao op 


Questions for Study and Discussion 


1. What are the objectives of cost and operating reports? 
2. What distinction is there between cost analysis and cost 
control ? 
3. What determines the frequency of cost reports? 
4. Daily reports are prepared for 
a. The general manager. 
b. The-factory superintendent. 
c. The departmental foreman. 
How would each of the above reports differ from the others? 
5. Is cost control exercised at the point of cost incurrence or 
through the medium of reports? Indicate in each case who 
exercises the control ? 


is cost control exercised ? 
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Who is responsible for material usage variances? 

Who is responsible for material price variances? 

9. What steps would the controller of a company take to reduce 
or eliminate unfavorable labor time variances? 
What steps might a foreman take? 

10. Is a foreman ever responsible for labor rate variances? 


9S 


SELECTED READINGS 
Summary of Company B’s Accounting Aids for Early Reports 
Most of the other aids toward early reports have been mentioned. 
They may be summarized as follows: 
(1) Scheduling of time of accounting department for spe- 
cific tasks. 
(2) Proper chart of accounts. 
(3) Proper general ledger controlling accounts. 
(4) Definitely defined duties of members of accounting de- 
partment and absolute cooperation. 
(5) Establishment of standards or predetermined average 
costs for preliminary statement of profit and loss. 
(6) Avoidance of bottleneck or the “bulge” in the work of 
the accounting department. 
(7) Early closing of the voucher register. 
The Responsibilities of the Accountant to Management for Early 


Reports, O. J. Paul, Jr., and J. C. Cassel, N. A. C. A. Bulletin, 
March 15, 1939. 


The Mills 


The basis for early financial statements must be laid at the mills. 
Whether for this reason, or because the main office would rather 
reorganize the mills than itself, the requisites for rapid closing at 
mills have been adequately discussed heretofore in professional 
literature. Most of the major recent recommendations are prob- 
ably included in the following outline of changes effected by our 
company in mill procedure. We have: 


1. Abandoned calendar periods, to facilitate accurate and 
economical distribution of income and expense items. 


2. Decentralized our cost accounting procedure to avoid 
duplication of work. 
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3. Installed a standard cost system to speed up inventory 
and cost-of-sales accounting. ; 

4. Arranged to close mill books of original entry promptly. 

5. Made mill accountants responsible to the controller in- 
stead of to mill managers. 

6. Installed appropriate accounting and calculating equip- 
ment. 

7. Developed a flexible and practical program of closing 
work. 


8. Built up a capable accounting staff. 


The Main Office 

While our accomplishment in reducing this time from nine or 
ten days to one day is rather spectacular, I emphasize that no part 
of the change resulted from conditions peculiar to our company. 
The essential devices that made the improvement possible (dis- 
cussed in more detail below) are: 


1. The development of a general ledger staff, each member 
of which is fully trained in every aspect of closing work. 

2. The organization of the accounting department along 
“group responsibility” lines. 

3. The arrangement of the chart of accounts to make pos- 
sible a compact general ledger quickly transformed into a 
balance sheet and income statement. 

4. The arrangement of original records and working papers 
so as to permit a great deal of the closing work to be done 
in advance of the closing date. 

5. The arrangement of working papers and iedgers to allow 
for the division of the closing work among as many ac- 
countants as are trained and available. 

6. The elimination of such traditional (and, I believe, ob- 
solete) bottlenecks as the trial balance book or the 
intra-company consolidating schedules. 

7. The rationalization of clerical and accounting procedure 
and personnel, and the elimination of unnecessary 
records, to facilitate early closing of books of original 
entry. 

Speeding Up Financial Statements, Ira S. Wilson, N. A. C. A. 
Bulletin, March 15, 1939. 
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Control of Indirect Labor 


We also prepare daily reports showing the ratio of indirect to 
direct labor hours in the various departments of our business. 
Each morning we prepare a report for the preceding day and we 
have found these reports to be extremely helpful in controlling in- 
direct labor costs in the various departments. We have estab- 
lished certain percentages based upon past experience for each 
department, which are used as a bogey and with which the actual 
indirect labor hours are compared from day to day. This informa- 
tion is prepared in a report which shows the productive and in- 
direct hours in each department for each day compared with the 
same working day in the previous month. The same informa- 
tion is shown for the accumulated current month to date com- 
pared with the same period last month. A comparison is also 
made showing the number of hours over or under the bogey estab- 
lished for each department. In addition we show historical in- 
formation for the preceding three months. Copies of these daily 
reports are received by the management and are also given to the 
shop superintendent and general foremen for discussion at their 
daily meetings. The cost of preparing this information daily is 
a small item when we consider the control established over these 
items of our production costs. 


Production and Inventory Control, Sydney W. Warner, N. A. 
C. A. Bulletin, September 15, 1940. 


Fitting the Reports to the Organization 


Accounting, and particularly cost accounting, will reach its 
greatest development and have its fullest value in those compa- 
nies whose accounting executives, in fact, whose full account- 
ing organization, realize and practice the principle of “Accounts 
for Operators” instead of “Accounts for Accountants.” While 
there are certain basic principles of bookkeeping and auditing that 
must be followed and cannot be sacrificed to the whims of operat- 
ing men, nevertheless the accounting system, and particularly the 
cost accounting system, should be designed primarily for the use 
of the operators of the business and not the cost department. Any 
cost system that is imposed upon the operations by the cost depart- 
ment instead of being developed from the operations is bound to 
fail of its purpose and probably will instill in the minds of the 
operating men an aversion for, and prejudice toward, cost ac- 
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counting that will be most injurious. It will be seen from this, 
therefore, that if the cost accounting system is to fit the operations, 
the reports resulting from the system must not only fit, but also re- 
flect, the operations clearly and accurately. It is very important, 
therefore, in the installation of a cost system to have in mind the 
type of reports that will be most useful to the operators and then 
to work back from those reports to the installation of cost meth- 
ods that will produce them. It is feared that many cost account- 
ants have reversed the process and tried to evolve satisfactory 
operating reports from a cost system which may not have been 
designed to produce that sort of report. 


Regularity of Reports 


Another important point regarding reports is to have a regular 
time for their appearance and to move heaven and earth, if neces- 
sary, to keep the reports on schedule. Then your executives will 
get in the habit of awaiting your reports and arranging their plans 
and operations accordingly. At the same time the reputation and 
standing of the accounting department will be greatly enhanced 
when it is known that it can be relied upon under all conditions 
to bring out its reports on schedule. Those of you who have fol- 
lowed this principle can testify also that it does a great deal to 
keep the accounting department organization on its toes and to 
make it work efficiently to meet the deadlines that have been set. 
Many reasons can be found why reports are late, but they all van- 
ish into thin air when lateness is not permitted and everyone has 
adjusted himself to meeting the required schedule, come what may. 


Reports on Purchasing Efficiency 


Cost elements in connection with material are price, handling, 
use, and waste. Where a company is operating on a standard 
cost system, as most progressive ones are, one of the most im- 
portant jobs is the setting of standard prices for materials. The 
manufacturing or processing department, in one sense, cares 
nothing about the purchase price of the material it uses, but only 
its quality, availability and economical use. The purchasing de- 
partment and the general management of the company, however, 
are vitally interested in the question of price, and if its whole man- 
ufacturing and merchandising plans, as well as operating budgets, 
are set up on the basis of standard purchase prices for materials, 
it becomes the very important duty of the purchasing department 
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to protect those budgeted profits by purchasing within the standard 
prices allowed. There are so many industries where material is 
by far the largest single item of cost that proper purchasing be- 
comes the most vital factor of all in profitable operations. 

It is clear, therefore, that there should be some measure of the 
efficiency of the purchasing operation in the form of periodic and 
frequent reports comparing the actual cost of purchases made 
with the standard cost. One of the best ways to do this is to ex- 
tend each invoice as received at the standard price and to enter 
both the standard and the actual value in the voucher register or 
whatever other record is used, charging the inventory at the stand- 
ard value of the materials and crediting “Material Differential” 
or “Purchase Price Variance” for the difference between that and 
the actual purchase price. It is then a simple matter to draw off 
a weekly or monthly report of the differentials by such sub-divi- 
sions as may be desirable for the particular type of business. 
This procedure keeps all price differentials out of manufacturing 
costs, thus enabling separation of cost differences for the purchas- 
ing from the manufacturing operations and permitting the effi- 
ciency of each to be measured. 


Usage and Waste Reports 

Another form of material report is one covering the use of ma- 
terial in the manufacturing operation. This is usually made up 
of summaries showing for each product the cost of material, both 
for the quantity used and for the standard quantity which should 
have been used. Since both sets of quantities will be computed 
at standard prices, the difference will measure the cost of ex- 
cessive use of material or savings over the alloted amounts. This 
use differential may be due either to substitution of one kind of 
material for another or to excessive waste. 

The question of waste is a very important one in most indus- 
tries and frequently does not have the attention it deserves. Many 
successful companies follow the policy that no material may be 
discarded as waste unless proper authorization is first obtained. 
A common procedure is to set aside the quantity of waste and 
rejected pieces produced each day and to have them inspected by 
high manufacturing executives, such as the factory superintend- 
ent and chief inspector, before their rejection is permitted. At 
this point waste reports with proper authorization and signatures 
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should be prepared and sent to the cost department for valuation, 
summarization and presentation in suitable report form. 

I had one personal experience where development of a waste re- 
port of this sort resulted in a reduction from two per cent to six- 
hundredths of one per cent, and a total saving of $75,000 in a single 
year. This was possible because the waste report showed not only 
the quantity and value of what was being wasted, but more 
important, the causes producing the waste, making possible the 
elimination of most of it. 






































Material Handling and Inventory Reports 


Another type of report for material covers handling costs, in- 
cluding storage expense. Some concerns treat this as a cost of 
material and add it to the invoice and transportation charges on 
a standard percentage basis to get the total cost of the material. 
Reports are then prepared and presented showing the actual ex- 
penses of the material department for the operating period and 
comparison with what may be called its “income,” representing the 
handling charge applied to material delivered into the manufac- 
turing operation. This again serves to isolate such costs from the 
processing operations and to place the responsibility for them on 
those who are in charge of handling of material. 

Another valuable report concerning materials is the “Inventory 
Report” which shows month by month a comparison of the quan- 
tities, unit costs, and values of the various classes of material 
compared with the preceding period, the corresponding month of 
last year, or whatever is the proper comparison for the particular 
business. Our own company combines with this report still an- 
other comparison, showing this year’s inventory at last year’s 
prices, giving us a very excellent measure of the differences in 
our inventory situation produced by changing price levels. 

Many concerns, especially those turning their stocks several 
times a year, get great value out of reports showing inventory 
turnover, and in some types of business this is one of the most 
important and significant factors in financial success, enablitig eco- 
nomical use of capital and prevention of accumulation of obsolete 
stock. 


Reports Covering Labor Cost and Efficiency 


Considering next the second prime element—labor—there are 
almost as many different types of labor reports as there are busi- 
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nesses. Almost every manufacturer, however, is concerned first 
with the element of direct labor and finds it very valuable to keep 
records as to its use and cost. Its proportion to total payroll is 
a major index of management and everyone strives to increase 
this proportion and to reduce the amount of indirect labor on 
the payroll. The usual payroll analysis or report, therefore, will 
show the amount and ratio of direct labor to the total, with suit- 
able comparisons for previous weeks or other periods. 

For specific products, reports will be made for direct labor, 
showing both the actual hours versus the standard hours and the 
actual cost versus the standard costs, thus making it possible to 
differentiate between the use of labor and the per hour wage cost. 
Such reports are of great value and can be made to reflect quickly 
and accurately the effects of overtime, of inexperienced labor, 
too much time, etc. 

Almost every factory using a considerable amount of labor has 
the problem and expense of idle time. In a great many cases 
this does not become evident to management as it may be buried 
and not separated from the time actually spent on a particular 
job. It can represent a major leak, however, and wherever idle 
labor is of any importance, time records should be kept to report 
it, and daily and at least weekly reports made to management 
showing the cost, causes, and location of idle time. 


Cost Reports for Operating Heads, I. D. Dawes, N. A. C. A. 
Bulletin, February 1, 1941. 


The Reviewing Meeting 

Each week, on Tuesday morning, a meeting is held to review the 
scrap performance. This meeting is presided over by the factory 
manager or by the assistant factory manager and is attended by all 
general foremen, staffmen, the chief inspector, the production con- 
trol head, and representatives of the scrap control section and cost 
departments. 

The performance of the plant in relation to the standard is first 
reviewed, then that of the manufacturing division. If the per- 
formance of the division as a whole is good, we usually approach 
the individual department review in a spirit of commendation of 
those who have contributed to the division’s favorable variance 
from standard. If the actual performance of the division results 
in an unfavorable variance from the standard, the departmental 
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review is .one of criticism of those who have caused the “fall 
down.” In any case, the chart for each department is put up 
before the group and analyzed. If the performance is not good, the 
foreman must explain what product or products caused his failure 
and what the causes were, together with a story of the subsequent 
performance in the week just passed—the scrap report being re- 
viewed is for the preceding week, you will remember—and he must 
forecast his future performance to the group. Obviously, this 
puts the foreman who has lost out to his standard “on the spot,” 
before his fellows, and since he does not like to be put in this posi- 
tion, he readily tries to avoid it by improving the scrap cost in his 
department, which is exactly the purpose of the whole control plan. 

The foreman is his own defense counsel and is premitted, of 
course, to state his case. In fact, any problems relating to the 
elimination or reduction of spoilage are discussed at the meeting 
and notes are made of the suggestions offered. Staffmen are 
assigned to the tryout of suggested methods of improvement. The 
staffman, by the way, has a very marked incentive for helping the 
foreman with his problems. If the staffman does not cooperate 
and the foreman is criticized, he may implicate the supervisor 
assigned to the tryout of improvement methods in his department ; 
thus, to avoid being put on the same spot with the foreman, the 
staffman usually acts on his assignment promptly. 

At the close of the meeting each department head is given his 
chart attached to a backing, prepared for the purpose, and the 
chart is put on display in the foreman’s office. If he has been “in 
the rough” at the meeting, the foreman will most certainly have a 
session with his assistant foremen, job foremen and group leaders 
and put the case squarely up to them. They in turn contact the 
operators. In some cases if the performance continues out of line, 
special reports by shifts are prepared, and a sipirit of competition 
between shifts promoted. If this does not correct the condition, 
the record of each operator is kept and good work commended 
and poor criticized, and penalized, until better conditions are 
brought about. 


Control of Spoilage and Material Usage, M. A. Lause, N. A. 
C. A. Year Book, 1935. 


